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SECURITIES  AND  EXCHANGE 
COMMISSION 

17CFRPart  240 

I  Release  No.  34-30608) 

RIN  3235-AE21 

Penny  Stock  Disclosure  Rules 

agency:  Securities  and  Exchange 
Commission. 

ACTION:  Final  rules. 

SUMMARY:  The  Commission  is  adopting 
seven  rules  (“Rules")  under  the 
Securities  Exchange  Act  of  1934 
("Exchange  Act")  requiring  broker- 
dealers  engaging  in  transactions  in  low- 
priced,  over-the-counter  securities,  often 
referred  to  as  "penny  stocks,"  with  or 
for  their  customers  to  provide  to  those 
customers  certain  specified  information. 
Unless  one  of  various  exemptions  is 
available,  the  Rules  require  broker- 
dealers  effecting  customer  transactions 
in  penny  stocks,  as  defined  by  the  Rules, 
to  provide  the  customers  with:  A  risk 
disclosure  document;  disclosure  of 
market  quotations,  if  any;  disclosure  of 
the  compensation  of  the  broker-dealer 
and  its  salesperson  in  the  transaction; 
and  monthly  account  statements 
showing  the  market  value  of  each  penny 
stock  held  in  the  customer's  account. 

The  bid  and  offer  quotation  and 
compensation  information  must  be 
provided  prior  to  effecting  the 
transaction  and  must  be  contained  on 
the  customer’s  confirmation.  These 
Rules  are  being  adopted  pursuant  to  the 
requirements  of  the  Securities 
Enforcement  Remedies  and  Penny  Stock 
Reform  Act  of  1990  ("Penny  Stock  Act"). 
EFFECTIVE  DATE:  Sections  240.3a51-l 
and  240.15g-l  will  be  effective  on  April 
28. 1992.  The  effective  date  for 
§§  240.15g-2  and  240.15g-100  is  July  15, 
1992.  The  effective  date  for  §  §  240.15g-3, 
240.15g-4,  240.15g-5,  and  240.15g-6  is 
January  1, 1993. 

FOR  FURTHER  INFORMATION  CONTACT: 

Robert  L.  D,  Colby,  Chief  Counsel;  John 
M.  Ramsay,  Branch  Chief  (with  respect 
to  Rules  lSg-5  and  15g-6);  Belinda 
Blaine,  Attorney  (with  respect  to  Rules 
3a51-l  and  15g-l);  or  Alexander  Dill, 
Attorney  (with  respect  to  Rule  15g-2  and 
Schedule  15G,  Rule  15g-3,  and  Rule  15g- 
4);  all  at  (202)  504-2418,  Office  of  Chief 
Counsel,  Division  of  Market  Regulation, 
Securities  and  Exchange  Commission. 
450  Fifth  Street  NW.,  Mail  Stop  5-1, 
Washington,  DC  20549. 
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I.  Executive  Summary 

The  Commission  is  adopting  the  Rules 
in  order  to  implement  certain  provisions 
of  the  Penny  Stock  Act  and  section 
15(g)  ‘  of  the  Exchange  Act.  Rules 
concerning  these  matters  were  proposed 
in  Securities  Exchange  Act  Release  No. 
29093  (April  17. 1991),  56  FR  19165  (the 
"Proposing  Release").  The  Commission 
has  determined  not  to  adopt  at  this  time 
proposed  Rule  15g-7,  which  would  have 
required  disclosure  of  the  status  of  a 
broker-dealer  as  a  sole  market  maker  in 
connection  with  penny  stock 
transactions.  Specific  provisions  of  each 
of  the  adopted  Rules  are  summarized 
below. 


‘  15  U.S.C.  78o(j?). 


Rule  3a51-l — Definition  of  "Penny 
Stock" 

Rule  3a51-l  implements  the 
provisions  of  section  3(a)(51)  of  the 
Exchange  Act  by  defining  the  term 
"penny  stock"  to  exclude  certain  equity 
securities.  In  general.  Rule  3a51-l 
excludes  from  the  definition  of  penny 
stock  any  security  that  is  a  “reported 
security,”  *  except  that  a  security  that  is 
registered  on  the  American  Stock 
Exchange,  Inc.  ("Amex")  pursuant  to  the 
listing  criteria  of  the  Emerging  Company 
Marketplace  (“ECM”)  is  considered  to 
be  a  “penny  stock"  solely  for  purposes 
of  section  15(b)(6)  of  the  Exchange  Act. 
Securities  listed  on  the  New  York  Stock 
Exchange,  Inc.  (“NYSE”)  and  Amex 
(other  than  ECM  securities),  as  well  as 
securities  that  meet  NYSE  or  Amex 
listing  standards  but  that  are  listed  only 
on  the  regional  exchanges,  are  reported 
securities  for  purposes  of  the  rule.  In 
addition,  securities  quoted  on  the 
National  Association  of  Securities 
Dealers,  Inc.’s  ("NASD")  automated 
quotation  system  (“NASDAQ”)  that  are 
designated  as  National  Market  System 
(“NMS")  securities  are  reported 
securities  pursuant  to  Rule  llAa3-l  of 
the  Exchange  Act. 

Paragraph  (e)  of  Rule  3a51-l  also 
excludes  from  the  definition  of  penny 
stock  for  most  purposes  any  security 
that  is  registered,  or  approved  for 
registration  upon  notice  of  issuance,  on 
a  national  securities  exchange  that 
makes  transaction  reports  available 
pursuant  to  Rule  llAa3-l,  pro  vided  that; 
(1)  Current  price  and  volume 
information  with  respect  to  transactions 
in  that  security  is  required  to  be 
reported  and  is  made  available  to 
vendors  pursuant  to  the  rules  cf  the 
national  securities  exchange;  and  (2)  the 
security  is  purchased  or  sold  in  a 
transaction  on  or  through  the  facilities  of 
a  national  securities  exchange,  or  as 
part  of  a  distribution  of  the  security.  The 
rule  contains  a  similar  provision 
excluding  any  security  that  is 
autborized,  or  approved  for 
authorization  upon  notice  of  issuance, 
for  quotation  on  NASDAQ.  This 
exclusion  is  subject  to  the  condition  that 
current  price  and  volume  information 
with  respect  to  transactions  in  that 
security  must  be  reported  and  be  made 
available  to  vendors  pursuant  to  the 
rules  of  the  NASD. 

Rule  3a51-l  further  defines  the  term 
“penny  stock"  to  exclude  securities  that 
have  a  price  of  five  dollars  or  more 
(including  any  share  of  any  unit  that  has 


'I.e.,  securities  for  which  last  sale  reports  are 
collected  and  made  available  pursuant  to  an 
effective  transaction  reporting  plan. 
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an  independent  exercise  price),  as 
determined  either  on  a  per  transaction 
basis  or,  in  the  absence  of  a  transaction, 
on  the  basis  of  the  inside  bid  quotation 
for  the  security  displayed  on  an 
automated  quotation  system  that  has  the 
characteristics  set  forth  in  section 
17B(b.)(Z)  of  the  Exchange  Act  or  any 
other  system  that  is  designated  by  the 
Commission  for  purposes  of  the  rule 
("Qualifying  Electronic  Quotation 
System").  If  there  is  no  such  inside  bid 
quotation,  price  is  determined  by  the 
average  of  three  or  more  interdealer  bid 
quotations  at  speciHed  prices  displayed 
in  an  interdealer  quotation  system,  as 
defined  in  Rule  15c2-7(c)(l),  by  three  or 
more  market  makers  in  the  security. 

Paragraph  (g)  of  Rule  3a51-l  excludes 
from  the  definition  of  penny  stock 
securities  whose  issuer  has  either  (1)  net 
tangible  assets  in  excess  of  $2  million,  if 
that  issuer  has  been  in  continuous 
operation  for  at  least  three  years,  or  $5 
million,  if  the  issuer  has  been  in 
continuous  operation  for  less  than  three 
years:  or  (2)  average  revenue  of  at  least 
$6  million  for  the  last  three  years.® The 
required  level  of  net  tangible  assets  or 
revenues  must  be  demonstrated  by 
current,  audited  financial  statements 
that  the  broker-dealer  has  reviewed  and 
has  a  reasonable  basis  for  believing  are 
accurate. 

Finally,  Rule  3a51-l  excludes  from  the 
definition  of  penny  stock  securities  that 
are  issued  by  an  investment  company 
registered  under  the  Investment 
Company  Act  of  1940  and  put  and  call 
options  issued  by  the  Options  Clearing 
Corporation  (“OCC"). 

Rule  15g-l — Exemptions 

Rule  15g-l  exempts  certain 
transactions  from  the  broker-dealer 
disclosure  requirements  of  Rules  15g-2 
through  15g-6.  First,  Rule  15g-l  exempts 
transactions  in  penny  stocks  by  broker- 
dealers  that  derive  less  than  5%  of  their 
revenues  from  sales  of  penny  stocks 
during  a  specified  period,  unless  they 
are  acting  as  a  market  maker  in  the 
penny  stock  that  is  the  subject  of  the 
transaction.  Second,  transactions  in 
which  the  customer  is  an  institutional 
accredited  investor  are  exempt  from 
Rules  15g-2  through  15g-6.  Third,  the 
rule  exempts  transactions  that  meet  the 
requirements  of  Regulation  D,  or  that  are 
exempt  from  the  registration 
requirements  of  the  Securities  Act  of 
1933  (“Securities  Act")  pursuant  to 
section  4(2)  of  that  Act.  Fourth, 
transactions  in  which  the  customer  is 
the  issuer,  or  a  director,  ofbcer,  general 
partner,  or  direct  or  indirect  beneficial 

’/.e..  total  revenue  of  at  least  SlB  million'by  the 
end  of  three  years. 


owner  of  more  than  5%  of  any  class  of 
equity  security  of  the  issuer,  of  the 
penny  stock  that  is  the  subject  of  the 
transaction,  are  exempt  from  the  Rules. 
Finally,  the  rule  exempts  transactions 
that  are  not  recommended  by  the  broker 
or  dealer.  Rule  15g-l  also  contains  a 
provision  giving  to  the  Commission  the 
authority  to  exempt  by  order  any  other 
transactions  or  persons  from  the  Rules, 
if  such  an  exempticm  would  be 
consistent  with  the  public  interest  and 
the  protection  of  investors. 

Rule  15g-2 — Risk  Disclosure  Document 

Rule  15g-2  makes  it  unlawful  for  a 
broker-dealer  to  effect  transactions  in 
penny  stocks  without  providing  to  the 
customer  a  standardized  disclosure 
document  as  contained  in  Schedule  15G 
prior  to  such  transactions.  The  first  part 
of  Schedule  15G  is  a  one-page  summary 
of  the  essential  items  required  to  be 
disclosed  under  section  15(g)(2).  The 
remainder  explains  the  required 
information  in  greater  detail:  The  risks 
of  investing  in  penny  stocks  in  both 
public  offerings  and  secondary  trading; 
terms  important  to  an  understanding  of 
the  functioning  of  the  penny  stock 
market  such  as  “bid”  and  “offer" 
quotes,  a  dealer's  “spread.”  and  broker- 
dealer  compensation;  the  broker- 
dealer's  duties  to  its  customers, 
including  the  disclosures  required  by  the 
other  penny  stock  disclosure  rules,  and 
the  customer's  rights  and  remedies  in 
cases  of  fraud  in  penny  stock 
transactions;  and  the  NASD's  toll-free 
number  and  the  central  number  of  the 
North  American  Securities 
Administrators  Association  (“NASAA”) 
for  information  on  the  disciplinary 
history  of  broker-dealers  and  their 
associated  persons. 

Rule  15g-3 — Bid-Offer  Quotations 

Rule  15g-3  makes  it  unlawful  for  a 
broker-dealer  to  effect  a  transaction  in 
any  penny  stock  without  first  disclosing 
and  subsequently  confirming  to  the 
customer  current  quotation  prices  or 
similar  market  information. 

For  transactions  effected  on  a 
principal  basis,  the  broker-dealer  must 
provide  the  inside  bid  and  offer 
quotations  for  a  penny  stock  appearing 
on  a  Qualifying  Electronic  Quotation 
System.  If  this  quotation  information  is 
unavailable,  the  rule  requires  that  a 
broker-dealer  effecting  principal 
transactions  in  a  penny  stock  must 
disclose  its  own  bid  and  offer  quotes  in 
the  stock  to  a  customer  if  the  broker- 
dealer  has  effected  at  least  three  bona 
fide  interdealer  transactions 
consistently  at  diese  bid  or  offer  prices 
over  the  previous  five  business  days,  no 
less  than  75%  of  these  transactions  have 


occurred  consistently  at  such  quotes, 
and  the  broker-deal»  reasonably 
believes  that  such  quotes  accurately 
reflect  the  prices  at  which  it  is  prepared 
to  trade  with  other  dealers.  If  the  dealer 
cannot  validate  its  own  quotations  in 
accordance  with  Hiis  procedure,  the 
dealer  must  disclose  that  it  has  not 
traded  consistently  at  its  quotes,  and  it 
must  disclose  the  price  at  which  it  last 
purchased  the  penny  stock  from,  or  sold 
the  penny  stock  to.  another  dealer  in  a 
bona  fide  transaction. 

In  transactions  effected  on  an  agency 
or  riskless  principal  basis,  the  broker- 
dealer  must  disclose  the  best  interdealer 
bid  and  offer  prices  for  the  penny  stock 
that  the  broker-dealer  can  obtain 
through  reasonable  diligence.  For  all 
transactions  in  penny  stocks  to  which 
Rule  15g-3  applies,  the  broker-dealer 
must  also  disclose  the  number  of  shares 
for  which  the  bid  and  offer  prices  are 
firm  quotations. 

Rule  15g-4 — Broker-Dealer 
Compensation 

Rule  15g-4  makes  it  unlawful  for  a 
broker-dealer  to  effect  a  penny  stock 
transaction  for  a  customer  unless  the 
broker-dealer  discloses  to  the  customer, 
both  prior  to  effecting  the  transaction 
and  at  the  time  of  confirming  the 
transaction,  the  aggregate  amount  of  any 
compensation  received  in  connection 
with  such  transaction.  “Compensation” 
is  defined  in  the  rule  as:  (1)  in  the  case 
of  an  agency  transaction,  the  amount  of 
any  remuneration  received  or  to  be 
received  from  a  customer  in  connection 
with  the  transaction;  (2)  in  the  case  of  a 
"riskless  principal"  transaction,  the 
difference  between  the  price  to  the 
customer  and  the  contemporaneous 
purchase  or  sale  price  to  the  broker- 
dealer;  and  (3)  otherwise  in  the  case  of  a 
principal  transaction,  die  difference 
between  the  price  to  the  customer  and 
the  prevailing  market  price  in  the 
security.  This  release  contains  a 
discussion  of  the  criteria  to  be  used  for 
determining  “prevailing  market  price 

In  addition.  Rule  15g-4  provides  an 
alternative  method  of  calculating 
compensation  in  principal  transactions, 
permitting  market  makers  to  use  an 
“active  and  competitive  market” 
standard  in  calculating  prevailing 
market  price  solely  for  purposes  of  Rule 
15g-4.  provided  that  the  aggregate 
volume  of  transactions  effected  by  the 
maricet  maker  in  the  penny  stock  in  the 
five  business  days  preceding  such 
transaction  is  less  than  20%  of  the 
aggregate  amount  of  all  transactions  in 
the  penny  stock  reported  on  a 
Qualifying  Electronic  Quotation  System. 
However,  this  oiption  would  not  be 
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available  to  market  makers  until  last 
sale  reporting  is  included  on  such  a 
quotation  system. 

Rule  15g-5— Associated  Person 
Compensation 

Rule  15g-5  makes  it  unlawful  for  a 
broker-dealer  to  effect  a  transaction  in 
any  penny  stock  for  a  customer  unless 
the  broker-dealer  first  discloses  and 
subsequently  confirms  to  the  customer 
specified  information  with  respect  to 
any  associated  person,  other  than  a 
person  whose  functions  are  solely 
clerical  or  ministerial,  that  has 
communicated  with  the  customer 
concerning  the  transaction  at  or  prior  to 
the  receipt  by  the  broker-dealer  of  the 
customer's  order.  This  information 
includes  the  aggregate  amount  of  cash 
compensation  that  the  associated 
person  of  the  broker-dealer  has  received 
or  will  receive  fixim  any  source  in 
connection  with  the  transaction  and  that 
is  determined  at  or  prior  to  the 
transaction,  as  well  as  separate 
disclosure  of  the  source  and  amount  of 
any  compensation  that  is  paid  by 
persons  other  than  the  broker-dealer.  In 
addition,  if  the  associated  person  may 
receive  contingent  compensation  that  is 
not  disclosed  prior  to  the  transaction 
because  the  amount  of  such 
compensation  is  not  determined  at  or 
prior  to  the  transaction,  the  written 
confirmation  disclosure  must  describe 
the  basis  upon  which  such  additional 
compensation  is  calculated. 

Rule  15g-6 — Monthly  Account 
Statements 

Rule  15g-6  requires  a  broker-dealer 
that  has  sold  penny  stocks  to  a  customer 
in  transactions  that  are  not  exempted  by 
Rule  15g-l  to  provide  to  that  customer 
monthly  account  statements  concerning 
these  securities.  The  status  of  a  security 
as  a  penny  stock  for  purposes  of  this 
rule  is  determined  on  the  last  trading 
day  of  the  month.  The  statement  must 
be  sent  within  ten  days  following  the 
end  of  the  month  to  which  it  pertains. 

Each  statement  must  disclose  the 
identity  and  number  of  shares  of  each 
penny  stock  held  in  the  customer's 
account  and  the  estimated  market  value 
of  the  security,  based  on  the  highest 
inside  bid  quotation  displayed  on  a 
Qualifying  Electronic  Quotation  System 
or  recent  purchases  by  the  broker- 
dealer,  if  available.  The  statement  also 
must  contain  a  standardized  legend  that 
provides  certain  disclosures  relating  to 
the  estimated  market  value  shown  on 
the  statement. 

Rule  15g-6  exempts  a  security  from 
the  monthly  account  statement 
requirement  following  a  particular 
quarter,  if  the  security  consistently 


(during  all  but  five  trading  days)  trades 
at  a  price  of  at  least  five  dollars  per 
share  during  the  quarter.  In  addition,  if 
the  broker-dealer  has  not  effected  any 
penny  stock  transactions  for  the 
customer  for  six  consecutive  months,  the 
rule  permits  account  statements  to  be 
provided  on  a  quarterly  basis. 

II.  Introduction 

The  Penny  Stock  Act  and  the  Rules 
are  part  of  a  comprehensive  effort  by 
the  Congress  and  the  Commission  to 
reduce  fraud  and  manipulation  in  the 
penny  stock  market  and  to  provide 
investors  with  important  information 
concerning  that  market.  Although 
speculation  in  penny  stocks,  often  fueled 
by  fraudulent  sales  practices,  has  long 
existed  in  the  United  States,  advances  in 
communications  technology  have 
contributed  to  substantial  growth  in 
these  activities  in  recent  years.  False 
representations  and  manipulative 
trading  patterns,  often  by  repeat 
offenders,  have  been  facilitated  by  the 
absence  of  a  visible  market  and  a  lack 
of  investor  information  and  education.* 

In  response  to  these  developments, 
the  Commission,  along  with  other 
federal  departments  and  agencies,  the 
NASD,  and  state  authorities  have 
increased  enforcement  activities, 
promoted  investor  education,  and 
adopted  regulatory  changes.*  To  date, 
the  primary  regulatory  response  by  the 
Commission  has  been  the  adoption  of 
Rule  15c2-6,*  which  became  effective  on 
January  1, 1990.’ In  general,  that  rule 
requires  that  a  broker-dealer  effecting 
transactions  for  customers  in  designated 
securities  make  a  documented 
determination  that  the  transactions  are 
suitable  for  those  customers  and  obtain 
the  customers'  written  agreement  to  the 
transactions. 

The  Penny  Stock  Act  contains 
provisions  designed  to  target  abuses  in 
the  penny  stock  market  in  a  variety  of 
ways,  including,  among  others,  the 
expansion  of  the  Commission's 
enforcement  authority  with  respect  to 
persons  associated  with  penny  stock 
offerings,  promoting  the  development  of 
automated  quotation  systems  for  penny 
stocks,  restrictions  on  “blank  check" 
offerings,  and  broker-dealer  disclosure 
requirements.* The  disclosure  provisions 


'See  Proposing  Release,  56  FR  19168-19169. 

’-Id.  at  19169-70. 

‘17  CFR  240.15C2-6. 

’Securities  Exchange  Act  Release  No.  27160 
(August  22. 1989),  54  FR  35468  ("Rule  15c2-6 
Release"). 

'See generally  House  Comm,  on  Energy  and 
Commerce.  Report  to  accompany  the  Penny  Stock 
Reform  Act  of  1990,  H.R.  Rep.  No.  617, 101st  Cong. 
2d  Sess.  (July  23, 1990)  (reporting  H.R.  4497) 
(hereinafter,  "House  Report").  The  Commission  is 
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are  contained  in  section  15(g)  of  the 
Exchange  Act,  which  requires  the 
Commission  to  adopt  rules:  (i) 

Governing  the  content  and  form  of  a  risk 
disclosure  document  required  to  be 
provided  by  broker-dealers  to  their 
customers  prior  to  effecting  transactions 
in  penny  stocks  with  those  customers: 

(ii)  requiring  broker-dealers  to  disclose, 
prior  to  each  penny  stock  transaction 
and  on  the  customer's  confirmation, 
information  concerning  bid  and  ask 
prices  and  compensation  to  be  paid  to 
the  broker-dealers  and  their  associated 
persons;  and  (iii)  requiring  broker- 
dealers  to  provide  to  customers  monthly 
statements  showing  the  market  value  of 
penny  stocks  held  in  customer  accounts. 
Section  15(g)(4)  provides  the 
Commission  with  authority  to  exempt 
classes  of  persons  or  transactions  from 
these  disclosure  requirements  or  to 
adopt  additional  regulations  not 
mandated  by  statute. 

Pursuant  to  the  Penny  Stock  Act,  in 
the  Proposing  Release,  the  Commission 
proposed  mles  defining  the  term  penny 
stock,  covering  each  of  the  disclosure 
areas  described  above,  and  providing 
certain  exemptions.  In  addition,  the 
Commission  proposed  requiring 
disclosure  of  a  broker-dealer's  role  as  a 
sole  market  maker  in  a  penny  stock 
when  effecting  transactions  in  the 
security  for  customers. 

The  Commission  solicited  comment  in 
the  Proposing  Release  relating  to  a 
variety  of  matters,  including  the 
effectiveness  of  the  proposed  rules  in 
deterring  fraud  in  the  penny  stock 
market,  the  value  of  the  information 
required  to  be  furnished  to  investors, 
and  the  costs  and  operational 
difficulties  that  would  be  faced  by 
broker-dealers  subject  to  the  rules.  In 
addition,  the  Commission  was 
particularly  concerned  with  the 
potential  effect  of  the  proposed  rules  on 
the  ability  of  legitimate  small  issuers  to 
obtain  capital  needed  for  growth. 

The  Commission  received  73  written 
comments  relating  to  the  proposed 
rules.®  In  addition,  members  of  the 
Commission's  staff  spoke  directly  to 
various  broker-dealers,  lawyers,  and 
other  securities  market  participants  with 
respect  to  compliance  issues  and  the 
potential  impact  of  the  proposed  rules 
on  small  business  capital  formation.’® 


also  today  adopting  new  rules,  pursuant  to  the 
Penny  Stock  Act,  applicable  to  blank  check 
offerings. 

*A  detailed  comment  summary  has  been 
prepared  by  the  staff  and  placed  in  the 
Commission's  public  files,  together  with  all 
comment  letters  received.  See  File  No.  S7-8-91. 

“Memoranda  summarizing  the  staff  s  contacts 
with  15  broker-dealers  are  contained  in  File  No.  Sr- 
8-91. 
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The  overwhelming  majority  of 
comments  voiced  general  support  for  the 
need  to  prevent  fraud  in  the  penny  stock 
market  and  for  the  Commission’s  efforts 
in  this  regard.  However,  the  comments 
were  sharply  divided  over  the  scope  of 
the  proposed  rules,  in  terms  of  the 
classes  of  securities  and  transactions 
that  would  be  covered,  the 
comprehensiver-ess  of  the  information 
required  to  be  disclosed,  and  the 
manner  and  frequency  with  which  it 
would  be  provided.  One  group  of 
comments,  submitted  primarily  by  state 
regulatory  authorities  and  consumer 
groups,  supported  the  proposed  rules  in 
this  respect  or  suggested  that  proposed 
definitional  exclusions  or  transactional 
exemptions,  or  other  provisions,  would 
unduly  hmit  the  effectiveness  of  the 
rules.  “ 

A  much  larger  group  of  comments 
claimed  that  the  application  of  the 
proposed  rules  was  too  broad,  or  that 
they  would  pose  unworkable 
compliance  burdens  on  broker-dealer 
firms  in  one  or  more  particular  respects. 
The  largest  single  objection  raised  by 
these  comments  was  the  inclusion  of 
securities  quoted  on  NASDAQ,  other 
than  NMS  securities,  within  the  penny 
stock  definition.  Many  of  these  and 
other  comments  suggested  that  the 
proposed  rules  would  significantly  limit 
the  ability  of  companies  covered  by  the 
rules  to  raise  capital  in  the  securities 
markets  and  would  negatively  affect  the 
existing  maiicet  for  the  stock  of  these 
issuers,  because  of  the  compliance 
burdens  caused  by  the  rules,  the 
unwillingness  of  broker-dealer  firms  to 
effect  transactions  in  these  securities,  or 
the  negative  connotation  of  being 
classified  as  a  penny  stock. 

The  Rules  adopted  by  the  Commission 
today  reflect  its  concern  that  the  Rules 
not  stifle  the  formation  of  capital  for 
legitimate  small  companies  or  eliminate 
a  viable  secondary  market  for  their 
securities.  Tlie  Commission  recognizes 
the  important  economic  function  served 
by  small  companies  and  recently  has 
proposed  to  ease  certain  filing 
requirements  and  limitations  applicable 
to  limited  offerings  by  small  issuers  and 
increase  the  percentage  of  investment 
company  assets  that  may  consist  of 
illiquid  assets,  such  as  the  securities  of 
small  issuers.  ’® 


"  A  comment  supporting  the  proposed  rules  and 
opposing  less  stringent  requirements  also  was 
submitted  >by  the  Hon.  Edward  |.  Markey,  Chairman 
of  the  Subcommittee  on  Telecommunications  and 
Finance  of  the  U.S.  Hanse  of  Representatives. 

Securities  Act  Release  No.  6934  (March  11. 
1992),  57  FR  9768;  Securities  Act  Release  No.  6926 
(March  12. 1992).  57  FR  9825:  Investment  Company 
Act  Release  No.  18612  (March  12. 1992),  57  FR  9828. 


Many  of  the  new  provisions 
incorporated  in  the  Rules  are  intended 
to  maintain  the  access  of  small  ventures 
to  capital  markets  where  this  may  be 
accomplished  consistent  with  the 
Commission’s  primary  charter  to  protect 
investors.  In  considering  this  issue,  the 
Commission  also  recognizes  that 
fraudulent  sales  practices,  which  have 
occurred  disproportionately  in  this 
market,  may  themselves  hinder 
economic  growth,  because  they  cause 
the  loss  of  the  productive  use  of  investor 
funds  and  discourage  further  investment 
by  those  who  have  been  defrauded.** 
Legitimate  small  business  is  thus 
harmed  by  the  diversion  of  substantial 
capital  to  unscrupulous  promoters  and 
broker-dealers.  Moreover,  issuers  of 
penny  stocks  that  are  fraudulently 
traded  may  themselves  be  victimized  by 
this  activity.  ** 

The  Commission  has  also  considered, 
in  reviewing  the  Rules,  certain  recent 
developments,  including  increases  in 
listing  and  maintenance  standards 
applicable  to  NASDAQ  securities  **  and 
the  NASD’s  proposal,  which  has  been 
approved,  **  to  apply  to  non-NMS 
NA^AQ  securities  transaction 
reporting  requirements  similar  to  those 
already  applicable  to  NMS  securities.  *’ 
The  Commission  believes  that  these 
developments  significantly  lessen  the 
potential  that  NASDAQ  securities  will 
be  subject  to  fraudulent  sales 
practices.** In  addition,  the  Commission 
has  noted  the  experience  of  the  NASD  in 
operating  its  OTC  Bulletin  Board,  which 
provides  automated  quotations  by 
maricet  makers  in  penny  stocks 
(’‘Bulletin  Board").** The  Commission 
believes  that  the  Bulletin  Board  may 
presage  the  evolution  of  a  more 
transparent  and  reliable  maricet  for  the 
shares  of  promising  small  companies 
that  are  not  quoted  on  NASDAQ  or 
traded  on  a  national  securities 
exchange. 

After  considering  these  factors  and 
the  comments  it  has  received,  the 
Commission  is  adopting  the  Rules  with 


'^See  House  Report  10-12;  Proposing  Release,  n. 

9.  In  a  recent  penny  stock  fraud  case,  a  federal  court 
expressed  the  point  in  these  terms:  "Defendants' 
contemptible  conduct  did  more  than  harm  their 
clients;  their  actions  destroy  investor  confidence, 
pollute  the  environment  for  securities  transactions, 
and  bring  disgrace  and  shame  upon  Wall  Street." 
SEC  V.  Hasho.  ICurrent)  Fed.  Sec.  L.  Rep.  (CCH) 

I  96.502.  at  92.237. 92.239  (&D.N.Y.  1992). 

Proposing  Reiease.  56  FR  19169. 

Securities  Exchange  Act  Release  No.  29636 
(August  30, 1991),  56  FR  44108. 

Securities  Exchange  Release  No.  30569  (April 
10. 1992). 

"Securities  Exchange  Act  Release  No.  30392. 
(February  21. 1992).  57  FR  6860. 

“See  discussion  at  section iILA.2.a.  infra. 

“See  discussion  at  section  Hi. A:3.b  below. 


modibcations  to  certain  provisions 
contained  in  the  proposed  rules.  These 
changes  are  intended  to  limit  potential 
negative  effects  of  the  Rules  on  small 
business  capital  formation  by  (i) 
modifying  the  deRnitional  and 
exemptive  provisions  in  order  to  limit 
the  application  of  the  Rules  to  those 
securities  and  transactions  involving  the 
greatest  potential  for  abuse  and  f  ii) 
streamlining  certain  operational  aspects 
of  the  Rules  in  order  to  simplify 
compliance  responsibilities  for  broker- 
dealer  firms.  Among  the  changes 
reflected  in  the  Rules  are  the  following: 
(i)  The  effective  exclusion  from  the 
application  of  the  Rules  of  non-NMS 
NASDAQ  securities  at  the  point  in  time 
when  last  sale  reporting  requirements 
are  in  place  for  such  securities;  (ii)  an 
exclusion  from  the  penny  stock 
definition  for  securities  of  issuers  with 
specified  net  tangible  assets  or 
revenues;  (iii)  an  exemption  for  private 
placement  and  Regulation  D  offerings; 
(iv)  expanded  availability  of  the 
exemption  for  broker-dealers  doing  a  de 
minimis  business  in  penny  stocks;  (v) 
various  changes  to  individual  Rules 
designed  to  ameliorate  compliance 
burdens,  including  the  use  of  quotations 
on  the  NASD’s  Bulletin  Board,  where 
available,  to  satisfy  various  pricing 
provisions  of  the  Rules:  and  (vi)  deferral 
of  action  on  proposed  Rule  15g-7, 
requiring  disclosure  of  a  firm’s  status  as 
a  sole  market  maker,  which  was  not 
mandated  by  the  Penny  Stock  Act  The 
Commission  believes  that  these  changes 
will  implement  the  Congressional 
directive  contained  in  the  Penny  Stock 
Act  while  maintaining  the  ability  of 
viable  small  companies  to  obtain  equity 
capital. 

III.  The  Rules 

A.  Rule  3a51-l:  Definition  of  Penny 
Stock 

New  section  3(a)(51)(A)  of  the 
Exchange  Act  defines  the  term  “penny 
stock"  as  any  equity  security  other 


The  term  "equity  security"  is  defined  in  section 
3(a)(ll)  of  the  Exchange  Act  (15  U.S.C.  78c(a)(ll)  as: 

Any  stock  or  similar  security;  or  any  security 
coiwertible,  with  or  without  consideration,  into  such 
a  security,  or  carrying  any  warrant  or  right  to 
subscribe  to  or  purchase  such  a  security;  or  any 
such  warrant  or  right;  or  ar^  other  security  which 
the  Commission  shall  deem  to  be  of  similar  nature 
and  considm'  necessary  or  appropriate,  by  such 
rules  and  regulations  as  H  may  prescribe  in  the 
public  interest  or  for  the  protection  of  investors,  to 
treat  as  an  equity  security. 

Rule  3all-l  (17  CFR  240.3aU-1)  further  defines 
"equity  security"  to  indude; 

Any  stock  or  similar  security,  certiHcate  of 
interest  or  psrticipation  in  any  profit  sharing 
agreement,  preorganization  certificate  or 
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than  a  security  that  is:  (1)  Registered,  or 
approved  for  registration,  and  traded  on 
a  national  securities  exchange  that 
meets  criteria  prescribed  by  the 
Commission;  (2)  authorized  for 
quotation  on  an  automated  quotation 
system  sponsored  by  a  registered 
securities  association,  if  such  system 
was  established  and  in  operation  before 
January  1, 1990,  and  meets  criteria 
prescribed  by  the  Commission:  (3) 
issued  by  an  investment  company 
registered  under  the  Investment 
Company  Act  of  1940;  or  (4)  excluded  or 
exempted,  on  the  basis  of  exceeding  a 
minimum  price,  net  tangible  assets  of 
the  issuer,  or  other  relevant  criteria, 
from  the  deHnition  of  the  term  “penny 
stock”  by  rule  or  regulation  prescribed 
by  the  Commission.  Section  3(a)(51)(A) 
determines  the  extent  of  the 
Commission’s  authority  under  section 
15(b)(6)(A)  of  the  Exchange  Act  to 
censure,  suspend,  bar,  or  restrict  the 
activities  of  persons  participating  in  an 
offering  of  penny  stock.  This  section 
also  defines  the  Commission's  authority 
to  adopt  rules  under  section  15(g)  of  the 
Exchange  Act  imposing  additional 
broker-dealer  disclosure  requirements  or 
other  obligations  with  respect  to  penny 
stocks  and  to  prescribe  rules  under 
section  7(b)  of  the  Securities  Act 
governing  registration  statements  of 
blank  check  companies.  ** 

The  Commission  is  adopting  Rule 
3a51-l  to  implement  the  provisions  of 
section  3(a)(51)  of  the  Act.  Rule  3a51-l 
excludes  from  the  definition  of  penny 
stock  any  equity  security  that  is:  (1)  A 
“reported"  security:  (2)  a  put  or  call 
option  issued  by  the  OCC:  (3)  priced  at 
five  dollars  or  more,  as  determined  (a) 
on  a  per  transaction  basis,  or  (b)  on  the 
basis  of  the  inside  bid  quotation 
displayed  on  a  Qualifying  Electronic 
Quotation  System,  or  if  there  is  no  such 
inside  bid  quotation,  the  average  of  at 
least  three  interdealer  bid  quotations 
displayed  in  an  interdealer  quotation 
system:  (4)  subject  to  last  sale  reporting 
and  (a)  registered,  or  approved  for 
registration  upon  notice  of  issuance,  on 

subscription,  transferable  share,  voting  trust 
certificate  or  certificate  of  deposit  for  an  equity 
security,  limited  partnership  interest,  interest  in  a 
joint  venture,  or  certificate  of  interest  in  a  business 
trust:  or  any  security  convertible,  with  or  without 
consideration  into  such  a  security,  or  carrying  any 
warrant  or  right  to  subscribe  to  or  purchase  such  a 
security:  or  any  such  warrant  or  right:  or  any  put, 
call,  straddle,  or  other  option  or  privilege  of  buying 
such  a  security  from  or  selling  such  a  security  to 
another  without  being  bound  to  do  so. 

”  See  15  U.S.C.  77g(b){3)  (defining  “blank  check 
company"  as  any  development  stage  company  that 
is  issuing  a  penny  stock,  as  defined  in  section 
3(a](51]  of  the  Exchange  Act,  and  that  either  has  no 
specific  business  purpose  or  has  indicated  that  its 
business  plan  is  to  merge  with  an  unidentified 
companyj. 


a  national  securities  exchange  and 
purchased  or  sold  in  a  transaction 
executed  on  the  exchange  or  in  a 
distribution,  or  (b)  authorized,  or 
approved  for  authorization  upon  notice 
of  issuance,  for  quotation  on  NASDAQ: 
or  (5)  whose  issuer  has  (a)  net  tangible 
assets  in  excess  of  $2  million,  if  that 
issuer  has  been  in  continuous  operation 
for  at  least  three  years,  or  $5  million,  if 
the  issuer  has  been  in  continuous 
operation  for  less  than  three  years,  or 
(b)  average  revenue  of  at  least  $6  million 
for  the  last  three  years.  The  most 
significant  change  from  the  proposed 
rule  is  the  exclusion,  subject  to  certain 
limitations,  of  regional  exchange-listed 
and  NASDAQ  securities  from  the 
definition  of  penny  stock.  As  discussed 
further  below,  the  rule  contains  several 
other  modifcations  from  the  proposed 
rule  that  are  designed  to  address  the 
suggestions  made  in  the  comments. 

1.  Reported  Securities 

As  adopted.  Rule  3a51-l  excludes 
from  the  definition  of  penny  stock  any 
equity  security  that  is  a  reported 
security — that  is,  any  exchange-listed  or 
NASDAQ  security  for  which  transaction 
reports  are  required  to  be  made  on  a 
real-time  basis  pursuant  to  an  effective 
transaction  reporting  plan. “The 
proposed  rule  also  contained  an 
exclusion  for  reported  securities.  In  the 
Proposing  Release,  the  Commission 
concluded  that  reported  securities 
should  be  excluded  from  the  penny 
stock  rules  because  they  are  subject  to 
rules  of  the  self-regulatory  organizations 
(“SROs")  that  set  specific  standards  for 
inclusion,  promote  efficient  pricing  and 
transaction  execution  procedures,  and 
generate  public  price  information  for 
evaluation  by  professional  securities 
analysts  and  the  financial  press.  “ 

The  comments  generally  agreed  with 
this  conclusion,*®  and  so  Rule  3a51-l 
continues  to  exclude  reported  securities 
from  the  definition  of  penny  stock.  Thus, 
securities  listed  on  the  NYSE,  certain 
regional  exchange-listed  securities  that 
meet  NYSE  or  Amex  original  listing 
criteria,  as  well  as  NASDAQ  NMS 

”  Under  the  proposed  rules,  these  securities  were 
not  excluded  from  the  definition  of  penny  stock,  but 
instead  were  exempted  from  certain  disclosure 
requirements  pursuant  to  Rule  15g-l.  Rule  15g-l,  as 
adopted,  is  discussed  in  section  III.B  of  this  release. 

“See  the  definition  of  “reported  security”  in  17 
CFR  240.1lAa3-l(a)(4). 

“See  56  FR  19172-19173. 

“In  Amex's  view,  “(bjy  utilizing  last  sale 
reporting,  a  marketplace  can  generate  the  type  of 
detailed  surveillance  runs  which  are  best  able  to 
deter  would-be  wrongdoers  or  lead  to  their  ready 
detection  and  ultimate  prosecution." 


securities,  are  not  considered  penny 
stocks  under  paragraph  (a)  of  the  rule.*® 

As  reported  securities,  securities  that 
are  listed  on  Amex  pursuant  to  Amex’s 
original  and  junior  tier,  or  ECM,  listing 
criteria  **  also  are  not  considered  penny 
stocks  for  purposes  of  the  Rules. 
Securities  listed  on  Amex  as  part  of  the 
ECM,  however,  continue  to  be  deemed 
“penny  stocks”  solely  for  purposes  of 
section  15(b)(6)  of  the  Exchange  Act. 
Although  ECM  securities  are  subject  to 
real-time  reporting  requirements,  they 
are  not  required  to  meet  the  same 
stringent  listing  and  maintenance 
criteria  as  required  for  securities  listed 
on  Amex  under  the  exchange’s  regular 
standards.  In  fact,  the  requirements  for 
listing  on  the  ECM  are  comparable  to 
the  current  eligibility  requirements  for 
NASDAQ  (non-NMS)  securities.  As 
discussed  further  below,  securities  that 
are  quoted  on  NASDAQ  are  excluded 
from  the  definition  of  penny  stock, 
except  for  purposes  of  Section  15(b)(6) 
of  the  Exchange  Act. 

The  Commission  believes  that  Amex’s 
ECM  securities  should  be  treated  in  the 
same  manner  under  the  Rules  as 
NASDAQ  (non-NMS)  securities. 
Excluding  ECM  securities  from  the 
deHnition  of  penny  stock  for  all 
purposes  would  be  unwarranted  in  view 
of  the  fact  that  the  listing  criteria  for 
ECM  and  NASDAQ  issuers  are  similar, 
and  potentially  could  provide  Amex’s 
ECM  with  an  unfair  competitive 
advantage.  The  Commission  therefore 
has  determined  to  subject  Amex’s  ECM 
securities  to  the  same  condition  as  is 
applicable  to  NASDAQ  securities, 
discussed  below,  by  including  them  in 
the  deHnition  of  penny  stock  solely  for 
purposes  of  Section  15(b)(6)  of  the 
Exchange  Act. 

2.  Other  NASDAQ  and  Exchange-Listed 
Securities 

a.  Last  sale  reporting.  Although 
proposed  Rule  3a51-l  excluded  reported 
securities  from  the  definition  of  penny 
stock,  it  did  not  exclude  non-reported 
securities,  such  as  securities  that  are 
quoted  on  NASDAQ  but  that  are  not 
designated  as  NMS  securities.**  The 

“In  general,  as  reported  securities,  securities 
admitted  to  unlisted  trading  privileges  on  an 
exchange  also  are  excluded  under  this  provision. 

“The  Commission  recently  approved  Amex's 
proposal  to  create  a  new  “Emerging  Company 
Marketplace.”  or  ECM.  to  enable  certain  companies 
traded  in  the  over-the-counter  (“OTC”)  market  that 
are  too  small  to  meet  Amex's  regular  listing  criteria 
to  register  their  securities  on  the  exchange. 
Securities  Exchange  Act  Release  No.  30445  (March 
5. 1992],  57  FR  8693. 

“In  lieu  of  excluding  these  securities  from  the 
definition,  under  Rule  15g-l,  the  Commission 

Continued 
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Commission  reasoned  that  persons 
investing  in  these  securities  could 
benefit  from  the  disclosure  provided  by 
the  penny  stock  rules  because,  unlike 
reported  securities,  these  securities  are 
not  traded  in  a  market  that  is  subject  to 
a  comprehensive  regulatory  scheme 
requiring  real-time  transaction  reporting, 
nor  are  they  required  to  meet  the  same 
minimum  qualification  and  maintenance 
criteria.** The  Commission  requested 
comment  on  whether  the  deHnition  of 
penny  stock  nevertheless  should  be 
narrowed  in  order  to  avoid 
unnecessarily  inhibiting  small  business 
capital  formation. 

As  discussed  above,  the  majority  of 
the  comments  on  the  proposed  rules 
objected  to  the  inclusion  of  securities 
quoted  on  NASDAQ  in  the  deHnition  of 
penny  stock.*®  These  comments  argued 
that  the  rules  of  the  NASD,  particularly 
the  increased  listing  and  maintenance 
standards  for  issuers  of  NASDAQ 
securities  and  the  requirement  that 
market  makers  in  NASDAQ  securities 
display  firm  bid  and  ask  quotations, 
provide  an  adequate  substitute  for  the 
protections  afforded  by  the  penny  stock 
rules.  Many  of  these  comments  also 
stated  that  there  was  insufRcient 
evidence  of  fraud  in  the  NASDAQ 
market  to  include  NASDAQ  securities  in 
the  scope  of  the  Rules;  in  any  case,  they 
believed  that  the  NASD’s  siuveillance 
capabilities  were  sufficient  to  address 
any  existing  fraud  in  that  market. 

The  Commission  approved  a  NASD 
proposal  to  increase  the  listing  and 
maintenance  standards  for  NASDAQ 
securities  in  August  of  1991.**  These  new 
standards  ensure  that  securities  that  are 
quoted  on  NASDAQ  represent 
companies  that  have  generated 
significant  shareholder  interest  and  that 
have  a  demonstrated  Hnancial  history 
and  minimum  pricing  levels.  In  addition, 
the  Commission  today  approved  the 
NASD’s  proposal  to  amend  Schedule  D 
to  the  NASD  By-laws  to  implement  last 
sale  price  and  volume  reporting 


proposed  to  exempt  transactions  in  NASDAQ  and 
exchange-listed  securities  from  the  requirements  of 
Rules  15g-2. 15g-3,  and  15g-6. 

“See  Proposing  Release,  56  FR 19173,  n.  58,  and 
accompanying  text. 

NASD.  A  small  number  of  comments, 
primarily  submitted  by  state  regulatory  authorities 
and  consumer  groups,  believed  that  the  deFinition 
should  cover  all  non-reported  securities.  See 
discussion,  infra. 

’'Securities  Exchange  Act  Release  No.  29638 
(August  30, 1991],  56  FR  44108.  For  instance,  the 
initial  listing  requirements  for  issuers  were 
increased  from  $2  million  in  total  assets  and  $1 
million  in  capital  and  surplus,  to  $4  million  in  total 
assets  and  $2  million  in  capital  and  surplus.  The 
rule  change  also  added  a  minimum  initial  price 
requirement  of  $3.00  per  share  and  increased  the 
number  of  market  makers  required  for  continued 
quotation  in  the  system  from  one  to  two. 


requirements  for  NASDAQ  securities.** 
Under  this  rule  proposal,  NASD 
members  will  be  required  to  report  to 
the  NASD  the  execution  price  and  the 
number  of  shares  of  each  trade  within  90 
seconds  after  execution.  This 
information  will  then  be  validated  by 
the  NASD  and  be  made  available  to 
information  vendors  for  dissemination 
to  the  investment  community  and  the 
public.  In  the  NASD’s  view,  the 
"resulting  dissemination  of  real-time 
trade  and  volume  data  during  market 
hours  will  signiHcantly  beneflt  investors 
by  providing  the  same  high  degree  of 
market  visibility  and  more  efficient  price 
discovery  for  all  *  *  *  NASDAQ  issues 
that  currently  exists  for  NMS  and  major 
exchange  listed  securities.”  Moreover, 
rather  than  relying  on  end-of-the-day 
statistics  as  the  primary  source  of 
surveillance  information  for  trades  in 
NASDAQ  securities,  the  NASD  will 
have  access  to  trading  data  through  its 
equity  audit  trail,  which  currently 
integrates  last  sale,  clearing,  and  inside 
quotation  data  for  reported  securities. 
"The  NASD’s  ability  to  detect  and  deter 
manipulative  or  abusive  trading 
practices  in  the  NASDAQ  market 
thereby  will  be  significantly  enhanced. 

The  NASD  also  has  filed  a  rule 
proposal  to  require  all  NASDAQ  market 
makers  to  display  minimum  quotation 
sizes  of  five  hundred  shares.**  If 
approved  by  the  Commission,  this  rule 
change  will  provide  investors  with 
further  information  about  the  liquidity 
and  depth  of  the  market  for  NASDAQ 
securities.  As  the  NASD  stated  in  its 
comment  letter,  all  of  these  rule  changes 
will  increase  the  transparency  and 
liquidity  of  the  market  for  NASDAQ 
securities,  thus  reducing  the  need  for  the 
additional  disclosure  provided  by  the 
penny  stock  rules. 

In  light  of  these  comments  and  the 
NASD’s  rule  changes,  the  Commission 
has  amended  Rule  3a51-l  to  exclude 
from  the  definition  of  penny  stock  any 
security  that  is  authorized,  or  approved 
for  authorization  upon  notice  of 
issuance,**  for  quotation  on  NASDAQ, 


“Securities  Exchange  Act  Release  No.  30569 
(April  10, 1992);  and  Securities  Exchange  Act 
Release  No.  30392  (February  21, 1992),  57  FR  6880. 
Anticipating  this  rule  change,  six  comments 
specifically  suggested  that,  in  lieu  of  applying  the 
penny  stock  rules  to  non-reported  securities,  the 
Commission  should  address  any  perceived 
problems  in  the  NASDAQ  OTC  market  by 
extending  real-time  transaction  reporting 
requirements  to  NASDAQ  securities. 

“Securities  Exchange  Act  Release  No.  29859 
(October  25. 1991),  56  FR  5625a 

“  One  comment  suggested  that  securities 
underwritten  on  a  best  efforts  basis  should  be 
considered  “approved  for  authorization  upon  notice 
of  issuance”  on  NASDAQ,  even  when  NASO 
approval  is  contingent  upon  the  amount  of  proceeds 


provided  that  price  and  volume 
information  with  respect  to  transactions 
in  that  security  is  required  to  be 
reported  on  a  current  and  continuing 
basis  and  is  made  available  to  vendors 
of  market  information  pursuant  to  the 
rules  of  the  NASD.  **  In  the  Proposing 
Release,  the  Commission  emphasized 
that  many  of  the  abuses  occurring  in  the 
penny  stock  market  are  a  direct  result  of 
the  lack  of  publicly  available 
information  about  the  market  in  general 
and  about  the  price  and  trading  volume 
of  particular  penny  stocks.  The 
Commission  believes  that  the  NASD’s 
proposal  to  implement  last  sale 
reporting  for  NASDAQ  securities  will 
increase  the  transparency  of  the  market 
for  NASDAQ  securities.  This  rule 
change,  combined  with  the  NASD’s 
increased  listing  criteria  for  NASDAQ 
issuers  and  its  surveillance  of  the 
NASDAQ  market,  will  provide  sufficient 
protection  to  investors  to  substitute  for 
the  disclosure  provided  by  the  penny 
stock  rules.  Therefore,  when  the  NASD 
implements  last  sale  reporting  pursuant 
to  the  terms  of  its  proposal,  all 
NASDAQ  securities  will  be  excluded 
from  the  deHnition  of  penny  stock  under 
paragraph  (f)  of  Rule  3a51-l.  *® 


raised  by  the  offering.  Schedule  D  to  the  NASD's 
By-laws,  however,  provides  that  a  new  issue  offered 
on  a  best  efforts  basis  will  be  considered  for 
inclusion  under  NASD  rules  only  upon  the  closing  of 
the  offering  if  the  issuer  is  relying  on  the  proceeds  of 
that  offering  to  satisfy  the  NASDAQ  financial 
authorization  criteria.  Accordingly,  under  Rule 
3a51-l(f),  securities  underwritten  on  a  best  efforts 
or  contingency  basis  will  not  be  considered  to  be 
“approved  for  authorization  upon  notice  of 
issuance"  in  the  NASDAQ  system  if  NASD 
approval  is  contingent  in  whole  or  in  part  upon  the 
amount  of  proceeds  raised  by  the  offering. 

In  contrast,  under  the  rules  of  the  NASD,  a  new 
issue  offered  on  a  firm  commitment  basis  will  be 
considered  for  inclusion  in  the  NASDAQ  system 
when  the  registration  statement  is  declared 
effective  by  the  Commission  or  other  appropriate 
regulatory  authority.  Therefore,  if  prior  contingent 
approval  has  been  received  from  the  NASD, 
securities  that  are  offered  on  a  Rrm  commitment 
basis  will  be  considered  to  be  “approved  for 
authorization  upon  notice  of  issuance"  in  the 
NASDAQ  system  under  Rule  3a51-l  at  the  time  the 
registration  statement  becomes  effective,  provided 
that  the  NASDAQ  financial  authorization  criteria 
are  satisfied  at  that  time.  See  NASD  Schedules  to 
the  By-Laws.  Schedule  D.  pt.  II  section  1,  NASD 
Manual  (CCH)  ^  1803  (1990). 

This  position  is  consistent  with  the  Commission 
staffs  interpretation  of  the  analogous  provisions  of 
Rule  15c2-6.  See  Rechargeable  Battery  Corporation. 
(1990-1991)  Fed.  Sec.  L  Rep.  (CCH)  1  79,638,  at 
77.893  (May  7. 1990). 

“This  provision,  together  with  the  provision 
excluding  exchange-listed  securities,  discussed 
below,  replaces  the  exclusion  in  proposed  Rule 
3a51-l  for  securities  that  are  registered  and  traded 
on  a  national  securities  exchange  or  quoted  on  an 
automated  quotation  system  that  has  the  authority 
to  delist  the  securities  of  an  issuer  with  less  than  $2 
million  in  net  tangible  assets  or  stockholders' 
equity. 

“As  discussed  above.  NASDAQ  NMS  securities 
are  excluded  pursuant  to  paragraph  (a)  of  the  rule. 
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For  similar  reasons,  Rule  3a51-l  as 
adopted  provides  an  exclusion  in 
paragraph  (e)  for  any  security  that  is 
registered,  or  approved  for  registration 
upon  notice  of  issuance,  on  a  national 
securities  exchange,  provided  that 
current  price  and  volume  information 
with  respect  to  transactions  in  that 
security  is  required  to  be  reported  and  is 
made  available  to  vendors  pursuant  to 
the  rules  of  the  national  securities 
exchange.^  Securities  that  are  listed  on 
the  regional  exchanges  also  are  subject 
to  general  reporting  requirements  under 
the  rules  of  those  exchanges.  Investors 
therefore  have  a  greater  ability  to 
evaluate  and  to  monitor  the  market 
price  of  listed  securities  without  having 
to  rely  exclusively  on  the 
representations  of  their  broker-dealer.  In 
addition,  issuers  of  these  securities  are 
required  to  meet  minimum  qualiflcation 
and  maintenance  standards  for  listing 
on  the  exchange.  The  Commission 
believes  that  these  requirements, 
together  with  comprehensive  exchange 
surveillance,  also  make  the  protections 
provided  by  the  penny  stock  rules  less 
necessary  for  securities  listed  and 
traded  on  the  regional  exchanges.^ 


Securities  that  are  quoted  on  the  NASD's  Bulletin 
Board,  however,  are  not  excluded  from  the 
defroition  of  penny  stock. 

’’This  exclusion  is  conditioned  on  the  national 
securities  exchange  making  transaction  reports 
available  for  at  least  some  securities  pursuant  to 
Rule  llAa3-l.  Exchanges  that  currently  qualify  for 
this  exclusion  are  the  NYSE.  Amex.  the  Boston 
Stock  Bxdiange,  the  Qncinnati  Stock  Exchange,  the 
Midwest  Stock  Exchange,  the  Pacifrc  Stock 
Exchange,  the  I%lladelphia  Stod(  Exchange,  and  the 
Chicago  Board  Options  Exchange,  which  was 
authorized  to  provide  transaction  reports  for  equity 
securities  other  than  options  in  Securities  Exchange 
Act  Release  Na  28806  (January  22. 1991).  56  FR 
3124.  C/.  n.  34.  supra. 

**Theae  exdiange-listcd  securities  do  not  need  to 
be  reported  pursuant  to  the  Restated  Consolidated 
Tape  Association  Plan  to  satisfy  the  requirements  of 
this  provision. 

”10  addition,  because  put  and  call  options  issued 
by  the  CXX  are  already  subject  to  special 
disclosure  requirements,  they  are  separately 
excluded  frx>m  the  defrnition  of  penny  stock  in 
paragraph  (c)  of  Rule  3a51-l.  See.  e.g^  17  CFR 
240.9b-l;  CBOE  Rules.  Rules  9.1-9.23.  CBOE  Guide 
(CCH)  n  2301-23;  and  NASD  Rules  of  Fair  Practice, 
appendix  E,  NASD  Manual  (CCH)  f  2184. 

Trans  Canada  Options  Inc.  (“TCOn  argued  that, 
like  OCC  options,  Canadian  put  and  call  options 
issued  by  TCO  should  be  exduded  from  the 
coverage  of  Rule  3a51-l.  According  to  TCO.  these 
securities  generally  have  not  been  the  subject  of 
fraudulent  activities  because  they  are  traded  in 
markets  that  are  subject  to  comprehensive 
regulation,  and  because  they  are  subject  to  the  same 
risk  disclosure  scheme  as  options  issued  by  the 
OCC.  The  Commission  believes  that  most  foreign 
securities,  such  as  options  issued  by  TCO.  that  are 
traded  in  markets  other  than  NASDAQ  or  a  national 
securities  exchange  will  be  exempt  from  the 
coverage  of  the  Rules  based  on  the  five  dollar  price 
or  the  net  tangible  assets/revenue  exclusion  in  Rule 
3a51-l.  The  Commission,  however,  has  specifically 
retained  exemptive  authority  under  paragraph  (f)  of 
Rule  15g-l  for  foreign  securities  that  do  not  qualify 


The  exclusion  in  paragraph  (e)  of  Rule 
3a51-l  is  limited  to  exchange-listed 
securities  that  actually  are  purchased  or 
sold  through  the  facilities  of  the 
exchange  or  in  a  distribution.  This 
restriction  is  intended  to  address 
Congress'  concern  that  securities  that 
would  otherwise  be  considered  permy 
stocks  because  they  are  primarily  traded 
in  the  non-NASDAQ  OTC  maricet 
nevertheless  may  be  able  to  avoid  the 
requirements  of  the  Rules  by  becoming 
listed  on  an  exchange.^ By  limiting  the 
exclusion  in  paragraph  (e]  to  specific 
transactions,  the  rule  ensures  that  the 
information  required  under  the  Rules 
will  be  provided  to  customers  in 
transactions  executed  by  dealers  as 
principal  away  from  the  exchange 
market,  where  the  dealers'  quotations 
generally  are  not  made  public  and 
electronic  surveillance  is  less  effective.** 
b.  Section  15(b)(6).  Paragraphs  (e)  and 
(f)  of  Rule  3a51-l  generally  remove 
exchange-listed  and  NASDAQ  securities 
from  the  definition  of  penny  stock  for 
purposes  of  section  15(g]  of  the 
Exchange  Act  and  section  7(b)  of  the 
Securities  Act  and  the  rules  promulgated 
thereunder.  These  securities 
nevertheless  continue  to  be  deemed 
penny  stocks  for  purposes  of  section 
15(b)(6)  of  the  Exchange  Act.** 


for  these  exemptions  but  that  are  otherwise  subject 
to  alternative,  comprehensive  disclosure  schemes. 
See  discussion,  infra. 

’’The  House  Report  stated  that: 

[t|he  Committee  is  aware  that  certain  securities 
that  should  properly  be  categorized  as  peimy  stocks 
may  be  able  to  gain  registration  on  regional 
exchanges.  Once  registered  on  an  exchange,  most  of 
the  trading  activity  in  these  securities  may  be 
directed  to  the  non-NASDAQ  over-the-counter 
market,  where  a  lack  of  trading  or  quotation 
information,  higher  spreads  and  mairkups.  and  other 
factors  may  operate  to  the  disadvantage  of  public 
investors.  Similarly,  the  fact  that  a  security  is 
authorized  for  quotation  on  NASDAQ  would  not 
preclude  a  market  maker  in  the  security  from 
effecting  transactions  in  the  security  without 
entering  quotations  in  NASDAQ.  Therefore,  if 
exchange  registration  or  NASDAQ  authorization 
provided  a  complete  exemption  from  the  penny 
stock  definition,  investors  effecting  transactions  in 
these  securities  with  dealers  in  the  non-NASDAQ 
over-the-counter  market  could  be  disadvantaged. 

House  Report  at  27. 

”  Similarly,  the  exclusion  in  paragraph  (f)  for 
NASDAQ  securities  is  conditioned  on  the  NASD 
implementing  last  sale  reporting  for  NASDAQ 
securities.  As  discussed  above,  under  the  NASD's 
last  sale  reporting  proposal,  transactions  in 
NASDAQ  securities  generally  will  be  required  to  be 
reported  to  the  NASD  on  a  real-time  basis, 
regardless  of  the  market  in  which  they  are  effected. 

”ln  addition,  although  securities  listed  on  Amex 
pursuant  to  Amex's  junior  tier,  or  ECM,  listing 
criteria  are  not  considered  penny  stocks  for 
purposes  of  the  Rules  and  section  7(b)  of  the 
Securities  Act.  they  are  deemed  penny  stocks  solely 
for  purposes  of  section  15(b)(6)  of  the  Exchange  Act. 
See  discussion  of  Rule  3a51-l(a),  supra. 


Section  15(b)(6)  gives  the  Commission 
the  authority  to  prohibit  any  person  that 
has  engaged  in  unlawful  conduct  while 
participating  in  a  distribution  of  penny 
stock,  as  defined  in  Rule  3a51-l,  from 
associating  with  a  broker-dealer  or 
participating  in  a  distribution  of  penny 
stock,  if  the  Commission  Hnds  that  such 
a  restriction  would  be  in  the  public 
interest.  Under  this  section,  broker- 
dealers  also  are  prohibited  from 
allowing  such  persons  to  participate  in  a 
distribution  of  penny  stock  without  the 
Commission's  consent.  According  to  the 
House  Report,  subparagraph  (6)(A)  was 
added  to  section  15(b)  to  enable  the 
Commission  to  prohibit  persons  from 
participating  in  penny  stock  activities 
through  remote  afHliations  with  issuers 
and  broker-dealers  and  to  give  the 
Commission  broader  prescriptive 
authority  to  address  patterns  of 
recidivism  in  the  penny  stock  market.** 
In  the  Proposing  Release,  the 
Commission  solicited  comment  on 
whether  the  exclusions  from  the 
definition  of  penny  stock  would  provide 
particular  opportunities  for  persons  with 
a  disciplinary  history  to  become 
involved,  as  promoters  or  other 
associated  persons  of  an  issuer  or 
broker-dealer,  in  o^erings  of  penny 
stock.  In  response,  several  state 
securities  regulators,  NASAA,  and  the 
Consumer  Federation  of  America 
(“CFA”)  argued  that  regional  exchange- 
listed  and  NASDAQ  securities  should  be 
included  in  the  deHnition  of  penny  stock 
in  part  to  prevent  persons  with  an 
established  record  of  fraudulent  activity 
in  the  low-priced  securities  market  from 
associating  with  issuers  of  those 
securities  and  their  broker-dealers.** 
Although  the  Commission  recognizes 
that  last  sale  reporting  and  SRO 
supervision  will  address  many  of  the 
problems  that  the  penny  stock 
disclosure  rules  are  designed  to  remedy, 
the  Commission  believes  that  the 
markets  for  low-priced  securities  listed 
or  quoted  on  the  regional  exchanges, 
Amex's  ECM,  and  NASDAQ  would  be 
strengthened  by  protecting  them  from 


’’House  Report  at  28. 

”1116  Securities  Division  of  the  State  of 
Delaware,  for  instance,  commented  that  the 
definition  of  penny  stock  should  be  broad  because 
"{s|elling  securities  at  greatly  inflated  prices  is  such 
a  lucrative  operation  that  the  individuals  behind 
these  firms  are  not  likely  to  abandon  their 
unscrupulous  practices  merely  because  of 
regulatory  efforts  aimed  at  the  non-NASDAQ  OTC 
market.  Rather,  it  is  more  likely  that  they  will  seek 
to  infiltrate  the  low  end  of  the  NASDAQ  market  and 
to  continue  to  engage  in  market  manipulation  and 
excessive  price  mark-ups.  albeit  in  a  more  selective 
and  less  transparent  manner." 
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persons  with  a  history  of  penny  stock 
abuse.*® 

The  Commission  therefore  has 
retained  the  authority  under  section 
15(b](6)(A]  of  the  Exchange  Act  to 
restrict  such  persons  from  becoming 
involved  in  those  markets  by  excluding 
regional  exchange-listed.  ECM,  and 
NASDAQ  securities  only  from  the 
requirements  of  section  15(g)  of  the 
Exchange  Act  and  section  7(b]  of  the 
Securities  Act.  SpeciHcally,  paragraphs 
(e)(2)  and  (p  of  Rule  3a51-l  provide  that 
exchange  listed  and  NASDAQ  securities 
that  are  not  otherwise  excluded  from  the 
definition  of  penny  stock  are  considered 
to  be  penny  stocks  solely  for  purposes  of 
section  15(b)(6)  of  the  Exchange  Act.  As 
discussed  above,  under  paragraph  (a)  of 
Rule  3a51-l,  secimties  that  are 
registered  on  Amex  pursuant  to  its  ECM 
listing  criteria  also  are  included  in  the 
definition  of  penny  stock  for  purposes  of 
section  15(b)(6). 

3.  Price  of  the  Security 

a.  Transactions.  As  adopted.  Rule 
3a51-l(d)  excludes  from  the  definition  of 
penny  stock  seciudties  that  are  priced  at 
five  dollars  or  more.  In  most  cases,  the 
price  of  a  security  for  purposes  of  the 
rule  will  be  the  price  at  which  it  is 
purchased  or  sold  in  a  particular 
transaction,  excluding  the  amount  of 
any  broker-dealer  commission, 
commission  equivalent,  mark-up,  or 
mark-down. 

The  proposed  rule  contained  a  similar 
exclusion  for  securities  priced  at  five 
dollars.  The  comments  were  sharply 
divided  on  whether  the  five  dollar  price 
threshold  was  appropriate.  Several 
comments  supported  the  five  dollar 
price  threshold  on  the  ground  that 
lower-priced  securities  are  more 
susceptible  to  manipulation.  In  contrast, 
other  comments  argued  that  the  five 
dollar  price  was  arbitrary,  and 
suggested  alternative  prices,  ranging 
from  one  cent  to  three  dollars,  which 
they  believed  would  more  accurately 
reflect  the  common  understanding  of  the 
term  “penny  stock.”  The  Regional 
Investment  Brokers,  Inc.  recommended 
that  the  price  threshold  be  entirely 
eliminated  because,  by  itself,  it  does  not 
provide  an  accimate  indication  of  the 
quality  of  a  company.*® 


“See.  e.^.,  SEC  v.  Hasho,  (Current]  Fed.  Sec.  L 
Rep.  (CCH)  ]|  96,502  (S.D.N.Y.  1992)  (abusive  sales 
practices  involving  NASDAQ  securities);  and  cases 
cited  in  the  Proposing  Release  at  56  FR  19173,  n.  64. 

“In  this  connection,  a  few  comments  expressed 
concern  that  the  Rules  will  apply  to  all  issuers 
whose  securities  are  priced  below  five  dollars,  even 
issuers  that  have  substantial  assets.  The 
Commission  notes  that  the  securities  of  issuers  with 
substantial  assets  will  be  excluded  from  the  Rules 
by  virtue  of  paragraph  (g).  discussed  below. 


The  Commission  has  determined  to 
retain  a  five  dollar  price  threshold  in 
Rule  3a51-l  for  several  reasons.  First,  as 
noted  in  the  Proposing  Release, 
securities  priced  above  five  dollars  are 
less  frequently  the  vehicle  for 
manipulation  and  high  pressure  sales 
campaigns  because  die  percentage  price 
spreads  at  that  level  are  much  lower.  In 
contrast,  securities  selling  for  under  five 
dollars  are  often  used  in  manipulative 
schemes  due  to  the  potential  for 
immediate  profits  from  large  percentage 
spreads.*’ A  broker-dealer,  for  instance, 
can  sell  a  large  volume  of  securities 
priced  below  three  dollars  by 
representing  to  unwary  customers  that 
small  absolute  price  increases  constitute 
large  returns  in  relation  to  the  purchase 
price.** The  higher  the  price  of  the 
security,  however,  the  harder  it  is  for  a 
broker-dealer  to  maintain  large 
percentage  spreads  or  to  tout  a  security 
based  on  small  price  increases;  that  is,  it 
becomes  more  difficult  to  sell  a  large 
volume  of  securities  solely  for  the 
purpose  of  generating  rapid  profits.** 
Thus,  the  Commission  has  included  a 
five  dollar  price  threshold  in  the  rule 
because  it  believes  that  manipulation 
and  sales  practice  abuses  are  less  likely 
to  occur  at  that  level.  The  five  dollar 
threshold,  however,  is  not  intended  to 
provide  any  indication  of  the  inherent 
worth  of  a  company.®* 

Second,  the  five  dollar  price  threshold 
is  consistent  with  the  Uniform  Limited 
Offering  Registration  ("ULOR")  project 
developed  by  the  State  Regulation  of 
Securities  Committee  of  the  American 
Bar  Association  and  NASAA  to  provide 
a  short-form  registration  procedure  for 
small  business  offerings  priced  above 
five  dollars.®’ The  price  threshold  also  is 


“Proposing  Release,  56  FR  19174.  In  fact,  in  a 
dominated  and  controlled  market  the  per  share 
profit  to  the  broker-dealer  may  be  much  higher  than 
the  spread.  See  Rule  15c2-6  Release,  54  FR  at  35469, 
n.l4. 

“The  broker-dealer,  however,  typically  will  not 
explain  that  a  large  spread  will  undermine  the 
investor’s  ability  to  later  resell  the  security  at  a 
profit.  See  Rule  15c2-6  Release,  54  FR  35470. 

“See  Rule  15c2-6  Release.  54  FR  35469,  35475; 
and  House  Report  at  12. 

“See,  generally.  Proposing  Release.  56  FR  19174. 

“  Specifically,  ULOR  (also  known  as  Small 
Company  Offering  Registration,  or  SCOR)  provides 
a  streamlined  state  registration  procedure  for  small 
businesses  raising  less  than  $1  million  in  offerings 
that  are  exempt  from  registration  under  Rule  504  of 
Regulation  D  (17  CFR  230.504).  In  order  to  prevent 
abuses  in  the  secondary  market  in  securities  issued 
pursuant  to  ULOR,  as  a  general  rule,  issuers  may 
only  apply  for  ULOR  registration  if  the  offering 
price  of  their  common  stock,  or  the  exercise  or 
conversion  price  of  any  warrants,  options,  rights,  or 
convertible  securities  included  in  the  offering,  is  at 
least  five  dollars.  See  Rule  15c2-6  Release.  54  FR 
35475;  NASAA  Reports  (CCH)  1  5057,  at  5198 
(instructions  to  SCOR  form);  and  Emshwiller,  SCOR 
Funding  Provides  Short  Form  for  Going  Public,  Wall 


consistent  with  a  number  of  other 
existing  price  standards.®* 

Finally,  the  minimum  price  threshold 
serves  an  important  function  by 
mitigating  the  impact  of  the  penny  stock 
rules  on  legitimate  small  business 
capital  formation.  The  Commission’s 
experience  with  a  similar  threshold  in 
Rule  15c2-6,  confirmed  by  discussions 
with  a  number  of  broker-dealers, 
indicates  that  the  price  threshold  will 
allow  small  issuers  to  respond  to  the 
Rules  by  setting  the  initial  offering  price 
for  their  securities  at  five  dollars  or 
more,  or  by  engaging  in  reverse  stock 
splits  to  raise  the  price  of  their  existing 
shares.  Although  a  higher  price  structure 
reduces  the  number  of  shares  of  smaller 
issuers  available  for  trading  in  the 
secondary  market,  it  appears  that,  at  a 
five  dollar  price  level,  this  reduction 
does  not  substantially  impede  the 
liquidity  of  the  market  for  those 
securities.  Moreover,  as  discussed 
further  below,  the  list  of  exempt 
transactions  under  Rule  15g-l  has  been 
expanded  to  provide  relief  for  legitimate 
small  issuers  attempting  to  raise  capital. 
Accordingly,  many  small  issuers  will  be 
able  to  avoid  the  requirements  of  the 
Penny  Stock  Act  by  relying  on  a 
transactional  exemption  from  the 
disclosure  rules.®* 

For  the  foregoing  reasons, 
subparagraph  (d)(l)(i)  of  the  adopted 
rule  excludes  securities  that  are 
purchased  or  sold  in  a  transaction  at  a 
price  of  five  dollars  or  more.  In  order  to 
prevent  broker-dealers  fi'om  charging 
excessive  mark-ups  to  inflate  the  price 
of  a  penny  stock  above  five  dollars,  the 
rule  has  been  amended  to  provide  that, 
in  both  agency  and  principal 
transactions,  the  price  of  a  security  is 
the  price  exclusive  of  the  broker-dealer’s 
remuneration.** 


St.  ].,  )an.  21. 1992.  at  B.2.  See  also  Securities  Act 
Release  No.  6924  (March  11. 1992),  57  FR  976a 

“See.  e.g..  17  CFR  240.15c2-6;  12  CFR  220.17(a)(2) 
(five  dollars  per  share  requirement  for  inclusion  on 
the  list  of  (yfc  margin  stocks);  NASD  Schedules  to 
the  By-Laws,  Schedule  D,  pt.  IIL  section  2,  NASD 
Manual  (CCH)  f  1809  (Five  dollars  per  share 
requirement  for  designation  as  a  NMS  security); 
Washington  Administrative  Code  section  460-17A- 
030(2)(d).  Blue  Sky  Law  Reporter  (CCH)  f  61.585C 
(five  dollars  per  share  requirement  for  offerings 
pursuant  to  ULOR);  and  ^curities  Exchange  Act 
Release  No.  30354  (February  la  1992).  57  FR  5920 
(five  dollar  offering  price  requirement  for 
registration  of  "U-7,"  or  ULOR,  securities  on  the 
Pacific  Stock  Exchange,  Inc.). 

“In  addition,  some  small  issuers  may  be  able  to 
rely  on  the  exclusion  for  reported  securities  under 
paragraph  (a)  of  Rule  3a51-l,  or  the  new  exclusion 
under  paragraph  (g)  for  securities  issued  by  issuers 
that  meet  certain  financial  criteria.  See  the 
discussion  of  Amex's  ECM.  supra. 

“The  proposed  rule  would  have  differentiated 
between  agency  and  principal  transactions  in 
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b.  Bid  quotations.  As  indicated  above, 
the  price  of  a  security  typically  will  be 
determined  by  the  price  at  which  it  is 
purchased  or  sold  in  a  particular 
transactioiu  In  the  absence  of  a 
transaction.*®  however.  Rule  3a51- 
l(d)(l)(ii)  provides  that  the  five  dollar 
price  may  be  based  on  the  inside  bid 
quotation  for  the  security  displayed  on  a 
Qualifying  Electronic  Quotation  System 
[i.e.,  an  automated  interdealer  quotation 
system  that  has  the  characteristics  set 
forth  in  section  17B(b)(2)  of  the 
Exchange  Act  or  any  other  system  that 
is  designated  by  the  Commission  for 
purposes  of  the  rule).**’nje  term  “inside 
bid  quotation"  is  defined  in  the  rule  as 
the  highest  bid  quotation  for  the  security 
displayed  by  a  market  maker  in  the 
security  on  such  Qualifying  Electronic 
Quotation  System,  provided  that  at  the 
same  time  there  are  at  least  two  market 
makers  contemporaneously  displaying 
in  such  system  bid  and  o^er  quotations 
for  the  security. 

Where  there  is  no  such  inside  bid 
quotation,  subparagraph  (d)(l)(ii)  of 
Rule  3a51-l  provides  that  the  average  of 
at  least  three  interdealer  bid  quotations 
at  specified  prices  displayed  in  an 
interdealer  quotation  system  *’  by  three 


detennining  the  five  dollar  price.  Specifically,  under 
the  proposed  rule,  the  price  of  a  security  in  an 
agency  transaction  or  a  contemporaneous  offsetting 
purchase  and  sale  principal  transaction  was  the 
price  exclusive  of  any  broker-^fealer  commission, 
commission  equivalent,  mark-up,  or  mark-down. 

The  price  in  all  other  principal  transactions, 
however,  was  the  price  inclusive  of  the  broker- 
dealer's  mark-up  or  mark-down.  The  rule  has  been 
amended  in  response  to  the  suggestion  in  several 
comments  that  the  price  should  be  calculated  by 
excluding  the  broker-dealer's  remuneration  in  all 
transactions.  The  State  of  Florida,  for  example, 
stated  that  “|e)xperience  tells  us  that  lower  tiered 
stocks  can  be  inflated  by  compensation  above  the 
five  dollar  threshold  without  much  difficulty.'* 

The  Commission  does  not  believe  that  this  will 
create  compliance  problems  because,  under  Rule 
15g-4  (which  requires  disclosure  of  mark-ups  and 
mark-downs  for  transactions  in  penny  stocks),  firms 
must  establish  procedures  to  quantify  mark-ups  and 
mark-downs  in  trades  that  potentially  are  subject  to 
the  Rules.  See  discussion  at  section  Ill£,  infra. 

”For  instance,  promoters,  consultants,  or  other 
associated  persons  of  a  broker-dealer  or  issuer  that 
have  been  barred  pursuant  to  section  15(b)(6)  of  the 
Exchange  Act  from  participating  in  penny  stock 
transactions  may  rely  on  subparagraph  (d)(1)(ii)  to 
determine  whether  a  particular  security  would  be 
deemed  to  be  a  penny  stock  for  purposes  of  section 
15(b)(6).  See  also  discussion  of  Rule  1^-6,  infra. 

“Section  17B(b)  of  the  Exchange  Act  |15  U.S.C 
7Bq-2(b)|  directs  the  Commission  to  facilitate  the 
wide-spread  dissemination  of  reliable  and  accurate 
last  sale  and  quotation  information  with  respect  to 
penny  stocks,  with  a  view  toward  establishing  one 
or  more  automated  quotation  systems  to  collect  and 
disseminate  information  regarding  penny  slocks. 
See  discussion,  infra. 

“  "Interdealer  quotation  system"  is  defined  in  17 
CFR  240.15c2-7(c)(l)  as  "any  system  of  general 
circulation  to  brokers  and  dealers  which  regularly 
disseminates  quotations  of  identified  brokers  or 
dealers  but  shall  not  include  a  quotation  sheet 
prepared  and  distributed  by  a  broker  or  dealer  in 


or  more  market  makers  in  the  security 
must  be  five  dollars  or  more.  The  rule 
requires  that  the  price  be  based  on  at 
least  three  bid  quotations  because 
quotations  for  low-priced  securities  that 
are  traded  in  the  non-NASDAQ  OTC 
market,  such  as  the  pink  sheets, 
frequently  are  the  subject  of  negotiation 
and  may  not  accurately  reflect  the 
prevailing  market  price. 

The  rule  does  not  require  a  broker- 
dealer  to  conduct  an  independent 
investigation  into  whether  the  inside  bid 
quotation  or  the  three  bid  quotations 
upon  which  it  is  relying  for  purposes  of 
the  rule  are  bona  fide.  A  broker-dealer, 
however,  may  not  rely  on  quotations  if  it 
knows,  or  if  it  has  reason  to  know,  that 
those  quotations  have  been  entered  into 
the  interdealer  quotation  system  by 
broker-dealers  for  the  purpose  of 
circumventing  the  requirements  of  the 
rule.®* 

As  proposed.  Rule  3a51-l  did  not 
include  a  provision  allowing  broker- 
dealers  to  calculate  the  five  dollar  price 
based  on  the  inside  bid  quotation 
displayed  on  a  Qualifying  Electronic 
Quotation  System.  This  provision  was 
added  in  response  to  the  NASO’s 
comment  that  the  average  price 
provision  would  be  difficult  for  broker- 
dealers  to  comply  with  and  for  the 
Commission  and  the  SROs  to  enforce. 
The  Commission  believes  that 
permitting  broker-dealers  to  determine 
the  price  of  a  security  based  on  the 
inside  bid  quotation  displayed  on  an 
automated  quotation  system  that  has  the 
characteristics  set  forth  in  section 
17B(b)(2)  of  the  Exchange  Act  will 
facilitate  compliance  with  the  rule 
because,  as  discussed  below,  such 
information  is  readily  available  to 
broker-dealers. 

Currently,  no  automated  quotation 
system  satisfies  all  of  the  requirements 
of  section  17B(b)(2).®*The  Commission 
anticipates,  however,  that  the  Bulletin 
Board  operated  by  the  NASD  may 
substantially  meet  those  requirements 
by  the  effective  date  of  the  penny  stock 


the  regular  course  of  his  business  and  containing 
only  quotations  of  such  broker  or  dealer."  This 
definition  includes  the  Bulletin  Board  and  other 
published  quotation  media  of  general  circulation, 
such  as  the  National  Daily  Quotation  Service  (the 
"pink  sheets"). 

“NASD  rules  specifically  prohibit  NASD 
members  from  publishing  any  notice  quoting  a  bid 
or  offer  price  for  a  security,  unless  the  member 
believes  that  such  quotation  represents  Ajbona  fide 
bid  or  offer.  NASD  Rules  of  Fair  Practice.  Art.  Ill, 
i  5,  NASD  Manual  (CCH)  f  2155.  For  further 
discussion  of  bona  fide  and  independent  quotations, 
see  section  lll.G.  infra. 

“Although  the  NASD's  system  for  quotation  of 
NASDAQ  NMS  securities  meets  the  requirements  of 
section  17B.  it  is  not  an  "automated  quotation 
system  for  penny  stocks"  because  NASDAQ  NMS 
securities  are  not  "penny  slocks"  under  Rule  3a51-l. 


disclosure  rules.^The  NASD  has  made 
several  enhancements  to  the  Bulletin 
Board  since  it  was  first  approved  in  May 
of  1990.  ••  Specifically,  NASD  rules  now 
require  that  quotations  for  domestic 
securities  entered  into  the  system  by 
registered  market  makers  must  be  firm 
for  one  unit  of  trading.** The  NASD  also 
calculates  and  distributes  an  inside 
quotation  for  each  domestic  security 
quoted  in  the  Bulletin  Board  for  which 
there  are  at  least  two  registered  market 
makers  displaying  firm  two-sided 
quotations.  Other  changes  have  been 
made  to  the  Bulletin  Board  to  make  the 
system  more  responsive  to  the 
operational  needs  of  NASD  member 
firms.*®  All  of  these  changes  are 
consistent  with  section  17B  of  the 
Exchange  Act  and,  assuming  that  the 
Bulletin  Board  meets  the  requirements  of 
section  17B{b)(2)  by  the  effective  date  of 
the  penny  stock  disclosure  rules,  *^  will 
facilitate  broker-dealer  compliance  with 
Rule  3a51-l{d)(l)(ii)  by  providing  readily 
available  quotations  upon  which  to 
calculate  the  five  dollar  price. 

Finally,  the  NASD  and  the  Securities 
Traders  Association  suggested  that  Rule 
3a51-l(d)  should  be  modified  to  account 
for  price  fluctuations  occurring  as  a 
result  of  temporary  market  or  economic 
conditions.  Rather  than  complicate  the 
five  dollar  price  calculation  in  the 
definitional  provision  of  Rule  3a51- 
l(d)(l)(ii)  by  taking  into  account 
temporary  price  fluctuations,  the 
Commission  has  amended  Rule  15g-6  to 
exempt  from  the  monthly  account 
statement  requirement  securities  that 
are  consistently  priced  above  five 


“As  discussed  in  section  II  above,  the  Bulletin 
Board  is  an  automated  system  operated  by  the 
NASD  that  collects  and  displays  quotation 
Information  for  non-NASDAQ  securities. 

*'  Securities  Exchange  Act  Release  No.  27975 
(May  1. 1990).  55  FR  19124. 

“Securities  Exchange  Act  Release  No.  29261 
(May  31, 1991),  56  FR  29297. 

“See  Securities  Exchange  Act  Release  No.  29713 
(September  30, 1991),  56  FR  49500. 

“  If  the  Bulletin  Board  does  not  meet  the 
requirements  of  section  17B(b)(2)  by  that  date,  the 
Commission  will  consider  designating  it  or  another 
system  as  a  Qualifying  Electronic  Quotation  System 
for  purposes  of  compliance  with  the  Rules. 

In  determining  whether  a  particular  system 
should  be  designated  as  a  Qualifying  Electronic 
Quotation  System,  the  Commission  will  consider 
whether  the  system:  (i)  Is  operated  by  or  under  the 
auspices  of  a  SRO,  or  subject  to  comparable 
Commission  review  and  oversight;  (ii)  collects  and 
disseminates  quotation  and  volume  information:  (iii) 
has  effective  surveillance  capabilities  and 
procedures;  and  (iv)  makes  widely  available,  on  an 
electronic  basis,  bid  and  offer  quotations  of 
participating  broker-dealers  (or  comparably 
accurate  and  reliable  pricing  information),  including 
firm  bid  or  offer  quotations  for  at  least  such 
minimum  number  of  shares  or  dollar  amounts  as  the 
Commission  and  the  SRO  may  require. 
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dollars  during  any  quarterly  period.^ 
Amending  subparagraph  (d)(l}(ii)  of 
Rule  3a51-l  to  account  for  price 
fluctuations  could  create  investor 
confusion  as  to  whether  a  security  is  a 
penny  stock  at  a  given  point  in  time  and 
would  be  difHcult  for  broker-dealers,  the 
Commission,  and  the  SROs  to  monitor. 

c.  Unit  pricing.  Paragraph  (d)(2)  of 
Rule  3a51-l  further  provides  that,  in  the 
case  of  a  unit  composed  of  different 
securities,  the  price  divided  by  the 
number  of  shares  of  the  unit  that  are  not 
warrants,  options,  rights,  or  similar 
securities,  must  be  Hve  dollars  or  more, 
as  determined  in  accordance  with 
paragraph  (d)(1)  of  the  rule,  and  the 
exercise  price  of  any  warrant,  option,  or 
right,  as  well  as  the  conversion  price  of 
any  convertible  security,  included  in  the 
unit  must  be  five  dollars  or  more.** 
Merrill  Lynch,  Pierce,  Fenner  &  Smith 
Inc.  and  the  Securities  Industry 
Association  (“SLA”)  suggested  that  this 
provision  should  be  eliminated  from  the 
rule  because  it  could  create  confusion, 
especially  when  one  of  the  securities  in 
a  unit  is  a  “blue  chip"  stock,  or  when  a 
derivative  security  that  is  a  penny  stock 
is  convertible  into  a  non-penny  stock. 
The  Commission  notes,  however,  that 
these  securities  usually  would  be 
excluded  under  paragraphs  (e).  (f),  or  (g) 
of  Rule  3a51-l.”  In  addition,  the 
Commission  believes  that  a  customer 
who  is  buying  separately  traded 
securities  (such  as  warrants)  in  the  non- 
NASDAQ  ore  market  that  are  priced 
below  Five  dollars  and  issued  by  a 


Because  Rule  15g-6  is  the  only  penny  stock 
disclosure  rule  that  is  not  specifically  linked  to 
transactions,  it  is  the  only  rule  that  uses  the 
calculation  in  subparaftraph  (dHlKii)  of  Rule  3a51-1. 
In  other  words,  to  ascertain  whether  a  monthly 
account  statement  would  be  required  for  a 
particular  stock  based  on  its  price,  a  broker-dealer 
would  need  to  determine  whether  the  security  has  a 
price  of  five  dollars  or  more  under  subparagraph 
(d)(l)(ii).  To  determine  whether  that  same  security 
would  be  subject  to  the  requirements  of  Rules  15g-2 
through  1Sg-6.  however,  the  broker-dealer  would 
look  at  the  price  at  which  the  security  was 
purchased  or  sold  in  a  transaction:  i.e.,  the  broker- 
dealer  would  calculate  the  price  of  the  security 
pursuant  to  subparagraph  (d)(lM')  of  Rule  3a51-l. 

For  further  discussion  of  the  amendments  to  Rule 
15g-6,  see  discussion  at  section  lli.G,  infra. 

“For  example,  a  unit  composed  of  five  shares  of 
common  stock  and  five  warrants  would  satisfy  the 
requirements  of  this  paragraph  only  if  the  unit  price 
was  twenty-five  dollars  or  more,  and  the  warrant 
exercise  price  was  five  dollars  or  more.  Once  the 
components  of  the  unit  begin  trading  separately  on 
the  secondary  market  they  must  each  be  separately 
priced  at  five  dollars  or  more.  See  Proposing 
Release,  S6  FR  19174,  n.  72,  and  the  NASD's  Special 
Notice  to  Members  No.  90-16.  part  B.  Questions  #17 
and  18  (March  19. 1990). 

In  most  cases,  a  warrant  or  an  option  on  a  non¬ 
penny  stock  would  be  excluded  from  the  definition 
of  penny  stock  pursuant  to  the  exclusion  for 
securities  whose  issuers  have  a  minimum  level  of 
net  tangible  assets  or  average  revenue.  See 
discussion  of  Rule  3a51-l(g).  in  fra. 


company  with  less  than  $2  million  in  net 
tangible  assets  or  $6  million  in  three- 
year  average  revenues  would  benefit 
from  the  disclosure  provided  by  the 
Rules. 

4.  Issuer  financial  standards.  Finally, 
a  new  paragraph  (g)  has  been  added  to 
Rule  3a51-l,  which  excludes  any 
security  issued  by  an  issuer  that  has  (1) 
net  tangible  assets  in  excess  of  $2 
million,  if  that  issuer  has  been  in 
continuous  operation  for  at  least  three 
years,  or  $5  million,  if  the  issuer  has 
been  in  continuous  operation  for  less 
than  three  years,  or  (2)  average  revenue 
of  at  least  ^  million  for  the  last  three 
years.  As  proposed.  Rule  15g-l 
contained  a  similar  transactional 
exemption  based  on  issuer  net  tangible 
assets.** The  Proposing  Release 
particularly  solicited  comment  on 
whether  the  higher  $5  million  net 
tangible  assets  standard  should  apply  to 
all  issuers,  regardless  of  their  number  of 
years  in  business. 

The  comments  were  divided  on 
whether  a  two-tier  standard  for  issuer 
net  tangible  assets  was  appropriate. 
While  several  comments  responded  that 
a  single  $2  million  standard  would  be 
sufficient,  NASAA  and  the  State  of 
Virginia  indicated  that  the  standard 
should  either  be  eliminated,  or  raised  to 
$5  million  for  all  issuers.  Four  comments 
stated  that  Rule  15g-l  should  not 
include  any  transactional  exemption 
based  on  net  tangible  assets  because 
such  a  standard  is  vague  and  easy  to 
circumvent.  In  particular,  one 
commenter  believed  that  a  net  tangible 
assets  standard  would  be  unfair  to 
certain  industries  (or  companies  within 
an  industry)  because  accounting 
measurements  may  be  evaluated 
differently  depending  on  whether  the 
industry  of  the  issuer  is  oriented 
towards  manufacturing  or  services. 
Several  other  comments,  on  the  other 
hand,  argued  that  the  transactional 
exemption  based  on  issuer  net  tangible 
assets  should  be  replaced  with  a  similar 
exclusion  from  the  definition  of  penny 
stock  so  that  securities  that  are  issued 
by  companies  with  substantial  assets 
will  not  be  considered  "penny  stocks." 

In  response  to  these  comments,  the 
Commission  has  amended  Rule  3a51-l 
to  add  an  exclusion  for  securities  issued 
by  an  issuer  with  either  $2  million  or  $5 
million  in  net  tangible  assets,  depending 
on  whether  the  issuer  has  been  in 


“Specifically,  proposed  Rule  ISg-l(b)  included 
an  exemption  for  transactions  in  penny  stocks 
issued  by  an  issuer  that  has  been  in  continuous 
operation  for  three  or  more  years  and  has  net 
tangible  assets  of  at  least  $2  million,  or  that  has 
been  in  continuous  operation  for  less  than  three 
years  and  has  net  tangible  assets  of  S5  million. 


operation  for  three  years  or  lesa. 
Including  a  deHnitional  exclusion  based 
on  issuer  net  tangible  assets,  rather  than 
a  transactional  exemption,  will  simplify 
the  Rules  and  be  more  consistent  with 
Rule  15c2-6.**In  addition,  to  address  the 
comment  that  the  standard  is  vague,  the 
term  “net  tangible  assets"  is  defined  in 
the  rule  as  total  assets  minus  intangible 
assets  and  total  liabilities.  For  purposes 
of  the  rule,  intangible  assets  include, 
among  other  assets,  goodwill,  patents, 
licenses,  and  trademarks.’® The  rule 
continues  to  impose  a  separate  higher 
standard  for  start-up  companies  in  order 
to  prevent  the  types  of  abusive  activities 
described  in  the  Proposing  Release  that 
have  occurred  both  prior  to  and  since 
the  adoption  of  Rule  15c2-6  in  August  of 
1989.’* 

Rule  3a51-l,  however,  also  includes  a 
new  alternative  revenue  standard. 
SpeciHcally,  paragraph  (g)(2)  of  the  rule 
excludes  any  transaction  in  a  penny 
stock  issued  by  an  issuer  that  has 
average  revenues  of  $6  million  for  the 
prior  three  years.  In  other  words,  to 
satisfy  the  requirements  of  this 
provision,  an  issuer  must  have  had  total 
revenues  of  $18  million  or  more  by  the 
end  of  the  three-year  period.” The 
Commission  believes  that  providing  an 
alternative  exclusion  based  on  issuer 
revenue  will  ensure  that  the  rule  does 
not  discriminate  among  issuers  by 
industry,  and  will  provide  another  basis 
upon  which  the  securities  of  small 
issuers  may  be  excluded  from  the 
application  of  the  penny  stock  rules.  The 
three-year  revenue  standard  was 
selected  over  other  standards  ”  because 


“As  disensted  further  below,  this  modification 
also  will  expand  the  de  minimis  revenue  exemption 
under  Rule  t5g-1(a). 

"Categories  in  the  issuer's  financial  statements 
that  may  include  intangible  assets,  such  as  “Other 
Assets,"  also  must  be  subtracted  unless  the  broker- 
dealer  determines  that  they  consist  only  of  tangible 
assets.  The  definition  of  intangible  assets  is 
discussed  in  further  detail  in  Accounting  Principles 
Board  Opinion  No.  17  (August.  1970). 

See  56  FR  19176.  In  addition,  a  two-tier 
standard  has  been  adopted  in  several  other 
contexts  involving  issuer  qualification  standards. 
See.  e.g..  NASD  Schedules  to  the  By-Laws,  Schedule 
D.  pt.  Ill,  sectioa  2.  NASO  Manual  (CCH).  {  1809; 
and  Amex  Rules,  part  10.  section  1003.  Amex  Guide 
(Cai).  1 10477. 

"The  exclusion  therefore  only  applies  to 
operating  companies  with  a  demonstrated  three- 
year  history  of  revenues. 

"For  example,  Paulson  Investment  Company. 

Inc.  suggested  that  the  net  tangible  assets  standard 
should  be  replaced  with  a  standard  that  would 
require  issuers  to  have  had  S2  million  in  cash 
investment  in  equity  securities  in  the  past  five 
years.  The  Commission  has  not  adopted  this 
suggestion  because  cash  investments  cannot  be 
easily  ascertained  from  an  issuer's  financial 
statements.  A  paid-in  capital  standard  also  was 
rejected  because  it  can  be  changed  merely  by 
increasing  the  par  value  of  the  issuer's  shares. 
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it  not  only  provides  an  indication  of  the 
financial  history  of  a  small  company, 
but  also  because  it  can  be  readily 
derived  from  an  issuer's  income 
statement. 

The  $6  million  revenue  level  was 
chosen  because  the  Commission 
believes  that,  as  a  general  rule, 
companies  historically  subject  to  penny 
stock  manipulations  and  sales  practice 
abuses  have  not  achieved  this  level  of 
revenue.’^  Like  the  exclusion  based  on 
issuer  net  tangible  assets,  however,  this 
exclusion  is  not  designed  to  give 
investors  an  indication  of  the 
investment  merits  of  an  issuer.  Rather,  it 
is  intended  only  to  exclude  companies 
whose  financial  condition  makes  them 
less  likely  to  be  vehicles  for  abusive 
market  activities  even  though  their 
securities  are  traded  outside  of  a 
transparent  market  at  prices  below  five 
dollars. 

The  rule  further  provides  that,  for 
domestic  issuers,  the  required  level  of 
net  tangible  assets  or  revenues  must  be 
demonstrated  by  financial  statements 
that  are  dated  less  than  fifteen  months 
prior  to  the  date  of  the  related 
transaction  and  that  have  been  audited 
and  reported  on  by  an  independent 
accountant  in  accordance  with 
Regulation  S-X.''*  For  foreign  private 
issuers,  the  rule  requires  that  net 
tangible  assets  or  revenues  be  reflected 
in  Hnancial  statements  that  are  dated 
less  than  fifteen  months  prior  to  the  date 
of  the  related  transaction,  and  that  have 
been  filed  with  or  furnished  to  the 
Commission  pursuant  to  Rule  12g3- 
2(b).’®  If  the  foreign  private  issuer  has 
not  been  required  to  file  or  furnish 
financial  statements  during  the  previous 
fifteen  months,  however,  the  financial 
statements  may  be  prepared  and 
audited  in  compliance  with  generally 
accepted  accounting  principles  of  the 
country  of  incorporation  and  reported 
on  by  an  accountant  registered  and  in 
good  standing  in  accordance  with  the 


’*See,  e.g:  SEC  v.  Hasbo,  (Current)  Fed.  Sec.  L. 
Rep.  (CCH)  1 96.502  (SD.N.Y.  1992);  SEC  v.  Phoenix 
Aviation,  Inc.,  Litigation  Release  No.  12483  (May  22, 
1990);  and  SEC  v.  San  Marino  Securities,  Inc., 
Litigation  Release  No.  12660  (Oct.  9. 1990). 

T)iis  standard  is  higlier  t)ian  t)te  minimum  income 
requirement  for  quotation  on  NASDAQ.  Unlike  the 
NASDAQ  market,  however,  the  non-NASDAQ  OTC 
market  lacks  last  sale  reporting  and  the 
accompanying  automated  SRO  surveillance 
systems.  In  view  of  the  lower  transparency  of  this 
market,  the  Commission  believes  that  the 
protections  of  the  Rules  should  apply  to  the 
securities  of  somewhat  larger  issuers  than  those 
satisfying  the  minimum  requirements  for  quotation 
on  NASDAQ. 

”17  CFR  210.2-02. 

”17  CFR  240.12g3-2(b).  Securities  Exchange  Act 
Release  No.  28889  (February  22, 1991),  56  FR  7424, 
provides  a  list  of  foreign  issuers  that  have  submitted 
the  information  required  by  Rule  12g3-2(b)  to  date. 


regulations  of  that  jurisdiction.  To 
demonstrate  compliance  with  the  rule, 
broker-dealers  are  required  to  keep 
copies  of  the  domestic  or  foreign  issuer’s 
financial  statements  for  at  least  three 
years  following  the  date  of  the  related 
transaction,  the  first  two  of  which  must 
be  in  an  easily  accessible  place.” 

In  all  cases,  the  broker-dealer  must 
review  the  financial  statements  and 
have  a  reasonable  basis  for  believing 
that  they  were  accurate  as  of  their  date 
and  that  the  issuer’s  financial  condition 
has  not  substantially  weakened  by  the 
date  of  the  related  transaction.  A  few 
comments  argued  that  this  requirement 
would  impose  a  higher  standard  of 
review  on  broker-dealers  than  is 
required  for  auditors  who  report  on  the 
issuer’s  Hnancial  statements.  These 
comments  suggested  that  the 
Commission  should  rephrase  the 
language  of  the  rule  to  require  that 
broker-dealers  have  “no  reason  to 
believe  the  statements  are  not 
accurate.” 

The  Commission  has  not  adopted  this 
suggestion  because,  as  noted  in  the 
Proposing  Release,  the  existing  standard 
does  not  require  the  type  of  “due 
diligence”  investigation  typically 
required  of  an  underwriter  or  an 
auditor.’* Rather,  the  rule  requires 
broker-dealers  to  obtain  audited 
financial  statements  from  a  reliable 
source,  such  as  the  issuer  or  the 
Commission,  and  to  review  those 
statements  to  ascertain  whether  the 
amount  of  the  issuer’s  net  tangible 
assets  or  revenues  are  in  compliance 
with  the  rule.  Ordinarily,  if  the  issuer’s 
audited  balance  sheet  shows  net 
tangible  assets  equaling  either  $2  million 
or  $5  million  (depending  on  the  number 
of  years  the  issuer  has  been  in 
operation),  or  if  its  audited  income 
statement  shows  average  revenues  of  at 
least  $6  million  for  the  past  three  years, 
the  broker-dealer  will  be  entitled  to  rely 
on  those  statements  to  establish  an 
exclusion  under  the  rule.’* Therefore,  in 


"See  17  CFR  240.17a-4(b). 

”56  FR  19176.  Moreover,  Rule  15c2-6,  which 
contains  a  similar  standard,  has  not  been 
interpreted  to  require  such  an  extensive  review.  See 
Rule  15C2-6  Release.  54  FR  35475,  n.  45. 

”Once  a  broker-dealer  has  reviewed  the  issuer's 
most  recent  audited  Financial  statements  and 
determined  that  the  issuer  qualifies  for  this 
exemption,  the  issuer  will  continue  to  qualify  until 
the  earlier  of  the  following;  (i)  Fifteen  months  after 
the  date  as  of  which  those  Financial  statements 
reflect  the  issuer's  Financial  condition;  (ii)  when  the 
issuer  produces  more  recent  audited  Financial 
statements;  or  (iii)  when  the  broker-dealer  ceases  to 
have  a  reasonable  basis  for  believing  that  the 
Financial  statements  reflect  the  current  Financial 
condition  of  the  issuer. 


most  cases,  the  broker-dealer  need  not 
inquire  about  or  independently  verify 
any  of  the  information  contained  in  the 
issuer’s  financial  statements.  Only  if 
materially  inconsistent  or  inaccurate 
information  appears  on  the  face  of  the 
financial  statements,  or  if  the  broker- 
dealer  becomes  aware,  in  the  course  of 
its  review,  of  material  inconsistencies 
between  the  statements  and  information 
in  the  broker-dealer’s  possession,  would 
the  broker-dealer  need  to  satisfy  itself 
that  the  information  contained  in  the 
financial  statements  is  accurate  and 
complete.*® The  way  in  which  a  broker- 
dealer  may  satisfy  itself  as  to  the 
accuracy  of  an  issuer’s  financial 
statements  under  the  rule  will  vary 
according  to  the  circumstances.*'  The 
Commission  emphasizes,  however,  that 
under  no  circumstances  would  the  rule 
require  the  type  of  “due  diligence” 
investigation  typically  conducted  by  an 
underwriter. 

B.  Rule  15g-l:  Exempt  Transactions 

In  the  Proposing  Release,  the 
Commission  recognized  that  the  rules 
proposed  pursuant  to  section  15(g)  of  the 
Exchange  Act  potentially  could  affect 
legitimate  small  business  capital 
formation.  The  Commission  therefore 
proposed  Rule  15g-l,  which  exempted 
certain  transactions  from  the  disclosure 
requirements  of  Rules  15g-2  through 
15g-6.  As  originally  proposed,  the  rule 
was  organized  in  two  parts:  paragraph 
(a)  exempted  certain  transactions  from 
Rules  15g-2  through  15g-6,  while 
paragraph  (b)  exempted  transactions  in 
securities  listed  on  a  national  securities 
exchange  or  quoted  on  NASDAQ  from 
Rules  15g-2, 15g-3,  and  15g-6.  Because 
exchange-listed  and  NASDAQ  securities 
are  now  excluded  from  the  definition  of 
penny  stock  under  Rule  3a51-l, 
paragraph  (b)  has  been  deleted  from  the 
final  rule.  In  addition,  as  discussed 
below,  the  list  of  transactions  that  are 
exempt  from  Rules  15g-2  through  15g-6 


“Rule  15C2-11  (17  CFR  240.15c2-ll).  which 
governs  the  submission  and  publication  of 
quotations  by  broker-dealers  for  non-NASDAQ 
OTC  securities,  contains  a  similar  standard.  For 
further  discussion  of  what  constitutes  a  "reasonable 
basis  for  believing"  that  information  is  accurate,  see 
Securities  Exchange  Act  Release  No.  29094  (April 
25, 1991),  56  FR  19148,  adopting  amendments  to  Rule 
15c2-ll.  This  release  discusses  the  types  of  “red 
flags"  that  generally  should  call  into  question 
information  that  has  been  provided  to  a  broker 
dealer. 

•'  For  example,  the  broker-dealer  may  deem  it 
appropriate  to  directly  consult  with  the  issuer  or  its 
accountant.  The  broker-dealer,  however,  may  not 
rely  on  information  from  any  outside  source,  such 
as  the  issuer,  to  establish  an  exclusion  under  the 
rule  if  the  issuer's  audited  financial  statements 
indicate  that  the  issuer  does  not  have  the  required 
amount  of  net  tangible  assets  or  average  revenue  at 
the  date  of  the  Financial  statements. 
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has  been  expanded  to  include  certain 
transactions  identiHed  by  the  comments 
as  being  less  in  need  of  the  protections 
provided  by  the  penny  stock  disclosure 
rules. 

1.  Limited  Broker-Dealer  Activity  in 
Penny  Stocks 

Section  15(g)(4]  of  the  Exchange  Act. 
which  gives  the  ^mmission  the 
authority  to  exempt  any  person  or 
transactions  from  the  rules  adopted 
pursuant  to  section  15(g),  requires  the 
Commission  to  include  an  exemption  for 
brokers-dealers  that  derive  only  an 
insignificant  percentage  of  their  total 
revenue  from  transactions  in  penny 
stocks.  Accordingly,  paragraph  (a)  of 
Rule  15g-l  exempts  from  Rules  15g-2 
through  15g-6  transactions  in  penny 
stocks  by  broker-dealers  that  derive  less 
than  5%  of  their  total  revenue  from 
purchases  and  sales  of  penny  stocks, 
except  when  they  are  acting  as  a  market 
maker  in  the  penny  stock  that  is  the 
subject  of  the  transaction. 

As  adopted,  the  de  minimis  exemption 
differs  from  the  proposed  exemption  in 
two  significant  respects.  The  5%  revenue 
calculation  under  the  proposed  rule  was 
based  on  transactions  in  penny  stocks, 
as  defined  in  proposed  Rule  3a51-l.  A 
few  comments  pointed  out  that  this 
would  require  broker-dealers  to  include 
in  their  5%  calculation  transactions  in 
low-priced  securities  that  are  issued  by 
well-capitalized  domestic  and  foreign 
issuers.”  As  a  result,  they  indicated  that 
the  exemption  would  be  too  limited  to 
be  of  much  use  to  broker-dealers,  even 
those  broker-dealers  that  typically  are 
not  in  the  business  of  effecting 
transactions  in  penny  stocks.  In  lieu  of  a 
transactional  exemption,  these 
comments  recommended  that  the 
definition  of  penny  stock  include  an 
exception  based  on  the  net  tangible 
assets  of  the  issuer. 

As  discussed  above,  to  address  the 
concerns  expressed  in  these  comment 
letters  and  to  simplify  the  Rules,  the 
Commission  has  amended  the  definition 
of  penny  stock  in  Rule  3a51-l  to  exclude 
any  security  issued  by  an  issuer  that 
meets  the  financial  standards  set  forth 
in  paragraph  (g)  of  that  rule. 
Transactions  in  those  securities 
therefore  are  not  required  to  be  included 
in  the  5%  revenue  calculation  for 
purposes  of  Rule  15g-l(a).”  In  addition. 


*'This  is  because,  while  transactions  in  such 
securities  would  have  been  exempt  from  the 
disclosure  requirements  of  the  rules,  the  securities 
would  not  have  been  excluded  from  the  definition  of 
penny  stock  in  Rule  3a51-l. 

"Two  comments  also  recommended  that  the  de 
minimis  revenue  exemption  be  expanded  to  reflect 
all  revenues  received  by  a  broker-dealer. 
Conversely,  one  comment  suggested  that  the 


the  rule  has  been  revised  to  give  broker- 
dealers  the  option  of  calculating  their 
revenue  over  a  six  month  period,  rather 
than  on  a  monthly  basis.” 

A  few  comments  objected  to  the 
provision  in  Rule  15g-l(aK2)  that  would 
preclude  market  makers  &om  relying  on 
the  exemption  because  they  believed 
that  it  would  create  a  strong 
disincentive  for  securities  firms  to  make 
markets  in  lower-priced  securities. “The 
Commission,  however,  has  determined 
to  retain  this  provision  because  it 
believes  that  market  making  constitutes 
a  level  of  involvement  in  the  penny 
stock  market  inconsistent  with  the  use 
of  a  de  minimis  exemption.  The 
rationale  for  the  de  minimis  exemption 
is  that  there  is  less  risk  of  abuse  from 
firms  whose  business  is  not 
concentrated  on  the  penny  stock  market 
because  they  have  less  incentive  or 
opportunity  to  manipulate  the  price  of  a 
penny  stock.  Conversely,  much  of  the 
abuse  in  the  penny  stock  market  has 
involved  market  makers,  because  their 
ability  to  control  the  prices  of  the 
securities  in  which  they  make  a  market 
gives  them  the  opportunity  to  generate 
large  pronts.”The  Commission  thus 
believes  that  it  is  appropriate  to  limit  the 
de  minimis  exemption  to  Hrms  that  are 
not  acting  as  market  makers  in  penny 
stocks.  This  limitation  is  supported  by 
fairness  considerations;  allowing  larger 
firms  to  use  the  de  minimis  exemption 


exemption  should  be  limited  to  commissions  from 
agency  trades.  The  Commission  believes  that  the 
rule  appropriately  focuses  on  total  sales-related 
revenue  because  it  better  identifies  broker-dealers 
that  have  less  incentive  to  engage  in  manipulative 
penny  stock  sales  conduct.  Thus,  the  rule  as 
adopted  applies  to  commissions,  commission 
equivalents,  mark-ups.  and  mark-downs. 

Further,  two  other  comments  recommended 
exempting  (or  excluding)  transactiom  effected  by  a 
broker-dealer  acting  as  a  dealer-manager  or  a 
Financial  advisor  for  an  exchange  offer, 
recapitalization,  or  restructuring.  The  Commission 
believes  that  most  broker-dealers  engaging  in  these 
activities  may  be  exempt  from  the  penny  stock  rules 
under  the  amended  de  minimis  exemption.  In  this 
connection,  the  Commission  emphasizes  that 
advisory  fees  that  are  not  contingent  on  the  total 
volume  of  shares  sold  are  not  required  to  be 
included  in  the  S%  revenue  calculation  for  purposes 
of  the  rule. 

"Specifically,  subparagraph  (a)(1)  of  the  rule 
exempts  transactions  by  a  broker-dealer  whose 
commissions,  commission  equivalents,  mark-ups. 
and  mark-downs  from  transactions  in  penny  stocks 
during  each  of  the  immediately  preceding  three 
months  and  during  eleven  or  more  of  the  preceding 
twelve  months,  or  during  the  immediately  preceding 
six  months,  did  not  exceed  S%  of  its  total 
commissions,  commission  equivalents,  mark-ups. 
and  mark-downs  from  transactions  in  securities 
during  those  months. 

“The  CFA.  on  the  other  hand,  strongly  supported 
this  provision. 

“For  further  discussion  of  price  manipulation  by 
market  makers  in  thinly  traded  markets,  see 
Proposing  Release.  56  FR  1917S;  Rule  1Sc2-6 
Release.  54  FR  35477;  and  House  Report  at  11-12. 


while  making  markets  in  penny  stocks 
potentially  could  provide  them  with  an 
unfair  competitive  advantage  over  their 
smaller  counterparts.” Therefore, 
regardless  of  their  percentage  of  revenue 
from  penny  stock  transactions,  market 
makers  in  a  penny  stock  are  not  exempt 
under  Rule  15g-l  with  respect  to 
transactions  in  that  particular  penny 
stock.” 

The  Commission  recognizes  that 
broker-dealers  relying  on  the  de  minimis 
exemption  will  need  a  period  of  time 
after  the  effective  date  of  the  Rules  to 
modify  their  data  retrieval  systems  in 
order  to  determine  whether  their 
revenue  from  penny  stock  transactions 
exceeds  the  5%  level.” The  rule 
therefore  includes  a  note  indicating  that 
broker-dealers  may  calculate  their  5% 
revenue  based  on  ‘'designated 
securities,"  as  defined  in  Rule  15c2- 
6((1)(2)  (as  of  April  15, 1992),  rather  than 
"penny  stocks,"  as  defined  in  Rule  3a51- 

1,  for  a  period  of  twelve  months 
following  the  publication  of  this  release 
in  the  Federal  Register. 

2.  Institutional  Accredited  Investors 

Proposed  Rule  15g-l  provided  an 
exemption  for  transactions  with 
institutional  accredited  investors,  as 
deHned  in  Regulation  D  of  the  Securities 
Act.”  No  comments  stated  any 


“  For  this  reason,  two  comments  opposed  the  de 
minimis  revenue  exemption  in  principle. 

“For  the  reasons  discussed  above,  however, 
broker-dealers  will  now  be  able  to  act  as  market 
makers  in  securities  whose  issuers  meet  the 
financial  standards  set  forth  in  Rule  3aSl-l(g|. 
without  jeopardizing  their  ability  to  rely  on  the  de 
minimis  exemption. 

“In  particular,  broker-dealers  may  need  to 
modify  their  systems  to  take  into  account  the  fact 
that  the  de  minimis  exemption  under  Rule  15g-l  is 
different  from  the  analogous  exemption  under  Rule 
15c2-6  because  it  is  based  on  transactions  in 
“penny  stocks."  as  defined  in  Rule  3a51-l,  rather 
than  transactions  iir“designated  securities."  as 
defined  in  subparagraph  (d)(2)  of  Rule  15cZ-6. 
SpeciHcally.  the  exemption  under  Rule  15g-l  is 
broader  than  the  exemption  under  Rule  15cZ-6  in 
that  it  allows  broker-dealers  to  exclude  from  their 
5%  calculation  securities  priced  below  five  dollars. 

In  addition,  unlike  Rule  15c2-6,  which  permits 
broker-dealers  to  exclude  transactions  in  securities 
if  the  issuer  has  $2  million  in  net  tangible  assets. 

Rule  lSg-1  only  allows  broker-dealers  to  exclude 
those  transactions  if  the  issuer  has  been  in  business 
for  at  least  three  years.  Rule  15g-t,  however,  allows 
broker-dealers  to  exclude  transactions  based  on 
average  revenues  of  the  issuer.  Finally,  because  the 
penny  stock  disclosure  rules  apply  to  both 
purchases  and  sales  of  penny  stocks,  the  de  minimis 
revenue  exemption  under  Rule  lSg-1  includes  mark- 
downs  in  the  5%  calculation. 

“17  CFR  230.501(a)(t).  (2),  (3).  (7).  or  (6).  Under 
these  provisions,  an  “accredited  investor"  is  defined 
as: 

Any  bank  as  defined  in  section  3(a)(2)  of  the 
(Securities)  Act,  or  any  savings  and  loan 
association  or  other  institution  as  defined  in  section 
3(a)(S)(A)  of  the  Act  whether  acting  in  its  individual 

ContinuMi 


18016 


Federal  Register  /  Vol.  57,  No.  82  /  Tuesday,  April  28,  1992  /  Rules  and  Regulations 


objection  to  this  provision.  Therefore, 
for  the  reasons  stated  in  the  Proposing 
Release,  the  Commission  has 
determined  to  include  the  exemption  in 
paragraph  (c)  of  the  adopted  rule.’’ 

3.  Private  Offerings 

Although  proposed  Rule  15g-l 
included  an  exemption  for  transactions 
with  institutional  accredited  investors,  it 
did  not  provide  a  similar  exemption  for 
individual  accredited  investors.” The 
Proposing  Release  speciHcally  requested 
comment  on  whether  transactions  with 
individual  accredited  investors  also 
should  be  exempt  from  the  penny  stock 
disclosure  rules.  In  response,  several 
comments  argued  that  there  are 


or  Fiduciary  capacity;  any  broker  or  dealer 
registered  pursuant  to  section  15  of  the  Securities 
Exchange  Act  of  1934;  any  insurance  company  as 
dehned  in  section  2(13)  of  the  Act;  any  investment 
company  registered  under  the  Investment  Company 
Act  of  1940  or  a  business  development  company  as 
defined  in  section  2(a)(48)  of  that  Act;  any  Small 
Business  Investment  Company  licensed  by  the  U.S. 
Small  Business  Administration  under  section  301(c) 
or  (d)  of  the  Small  Business  Investment  Act  of  1958; 
any  plan  established  and  maintained  by  a  state,  its 
political  subdivisions,  or  any  agency  or 
instrumentality  of  a  state  or  its  political 
subdivisions,  for  the  benefit  of  its  employees,  if  such 
plan  has  total  assets  in  excess  of  $5,000,000;  any 
employee  benefit  plan  within  the  meaning  of  the 
Employee  Retirement  Income  Security  Act  of  1974  if 
the  investment  decision  is  made  by  a  plan  fiduciary, 
as  defined  in  section  3(21)  of  such  Act.  which  is 
either  a  bank,  savings  and  loan  association, 
insurance  company,  or  registered  investment 
adviser,  or  if  the  employee  benefit  plan  has  total 
assets  in  excess  of  $5,000,000  or.  if  a  self-directed 
plan,  with  investment  decisions  made  solely  by 
person.^  that  are  accredited  investors; 

Any  private  business  development  company  as 
defined  in  section  202(a)(22)  of  the  Investment 
Advisers  Act  of  1940; 

Any  organization  described  in  section  501(c)(3)  of 
the  Internal  Revenue  Code,  corporation, 
Massachusetts  or  similar  business  trust,  or 
partnership,  not  formed  for  the  specific  purpose  of 
acquiring  the  securities  offered,  with  total  assets  in 
excess  of  $5,000,000; 

Any  trust,  with  total  assets  in  excess  of 
$5,000,000,  not  formed  for  the  specific  purpose  of 
acquiring  the  securities  offered,  whose  purchase  is 
directed  by  a  sophisticated  person  as  described  in 
230.506(b)(2)(ii);  and 

Any  entity  in  which  all  of  the  equity  owners  are 
accredited  investors. 

For  further  discussion  of  the  definition  of 
accredited  investor,  see  Securities  Act  Release  No. 
6825  (March  20. 1989),  54  FR  11369. 

•’  See  56  FR  19177. 

"The  term  “individual  accredited  investor"  is 
defined  in  17  CFR  230.501(a)(4).  (5).  and  (6)  as: 

Any  director,  executive  officer,  or  general  partner 
of  the  issuer  of  the  securities  being  offered  or  sold, 
or  any  director,  executive  officer,  or  general  partner 
of  a  general  partner  of  that  issuer 

Any  natural  person  whose  individual  net  worth, 
or  joint  net  worth  with  that  person's  spouse,  at  the 
time  of  his  purchase  exceeds  $1,000,000:  or 

Any  natural  person  who  had  an  individual 
income  in  excess  of  $200,000  in  each  of  the  two  most 
recent  years  or  joint  income  with  that  person's 
spouse  in  excess  of  $300,000  in  each  of  those  years 
and  has  a  reasonable  expectation  of  reaching  the 
same  income  level  in  the  current  year. 


insufndent  grounds  for  distinguishing 
between  institutional  and  individual 
accredited  investors,  especially  in  light 
of  the  fact  that  the  two  types  of 
investors  are  treated  in  the  same 
manner  under  Regulation  D  of  the 
Securities  Act.  They  therefore  suggested 
exempting  all  accredited  investors  from 
the  Rules. 

The  Commission  has  determined  not 
to  provide  a  general  exemption  for 
transactions  with  individual  investors 
based  solely  on  their  net  worth  or 
income.  Unlike  institutional  investors, 
which  generally  do  not  purchase  penny 
stocks,  individual  accredited  investors 
are  frequently  the  target  of  high  pressure 
sales  efforts  involving  speculative  equity 
securities.  Given  the  lack  of  publicly 
available  information  about  the  price 
and  trading  volume  of  particular  penny 
stocks  and  the  penny  stock  market  in 
general,  these  investors  often  have  few 
means  of  independently  evaluating  the 
market  for  the  stock  in  question  or  the 
financial  interest  of  the  broker-dealer  in 
the  transaction.  In  the  absence  of  this 
information,  many  individual  investors 
of  considerable  financial  means  have 
been  convinced  through  abusive  sales 
practices  to  purchase  penny  stocks 
without  sufficiently  understanding  the 
nature  of  the  market.  The  penny  stock 
disclosure  rules  are  designed  to  give 
individual  investors  the  information 
they  need  to  make  an  independent  and 
informed  evaluation  of  a  broker-dealer’s 
recommendation  to  invest  in  low-priced 
securities  that  are  not  traded  in  a  visible 
public  market.” 

The  Commission  recognizes,  however, 
that  many  of  the  sales  practice  abuses 
that  occur  in  the  secondary  market  for 
penny  stocks  do  not  occur  in  initial 
private  offerings.  In  general,  private 
offerings  are  limited  to  a  small  number 
of  investors  who  are  familiar  with  the 
broker-dealer  involved  in  the 
transaction  and  who  have  access  to 
information  about  the  issuer  of  the 
securities.”  In  addition,  securities  that 


“See  Proposing  Release,  56  FR  19177,  n.  101.  As 
the  State  of  Missouri  pointed  out  in  its  comment 
letter,  “(tjhe  information  reported  on  a  weekly  basis 
in  a  few  major  newspapers  is  not  sufficient 
disclosure  for  the  average  investor  in  penny  stocks 
in  this  state,  who  is  often  a  first-time  investor, 
almost  always  unsophisticated  *  *  Rules  15g-2 
through  15g-8  are  specifically  designed  to  redress 
this  information  imbalance  by  requiring  broker- 
dealers  to  disclose  information  regarding  the  risks 
involved  in  investing  in  the  penny  stock  market, 
quotations  and  other  relevant  market  information, 
including  monthly  account  statements,  and  the 
amount  of  compensation  received  by  the  broker- 
dealer  and  any  associated  persons  of  the  broker- 
dealer  in  connection  with  the  penny  stock 
transaction.  See  discussion  at  sections  III.C-C, 
infra. 

**See  SEC  v.  Ralston  Purina  Co.,  346  U.S.  119 
(1953)  (in  determining  whether  a  distribution  was  a 


are  sold  in  private  placements  are 
subject  to  certain  restrictions  on 
resale.”  As  a  result,  the  market  for  these 
securities  is  limited  and  the  securities 
typically  are  not  used  as  vehicles  for  the 
types  of  market  manipulation  and  broad 
scale  sales  efforts  characteristic  of 
fraudulent  penny  stock  activities. 

Accordingly,  the  list  of  transactions 
that  are  exempt  under  Rule  15g-l  has 
been  expanded  to  include  an  exemption 
for  transactions  that  meet  the 
requirements  of  Regulation  D  under  the 
Securities  Act,”  as  well  as  transactions 
by  an  issuer  not  involving  any  public 
offering  pursuant  to  section  4(2)  of  the 
Securities  Act.”  Assuming  that  the 
requirements  of  either  of  those 
provisions  have  been  met,  this 
exemption  applies  even  if  the  particular 
customer  involved  is  not  an  accredited 
investor. 

4.  Insider  Transactions 

Under  proposed  Rule  15g-l, 
transactions  by  issuers  repurchasing  or 
redeeming  their  own  securities  were 
exempt  on  the  basis  that  corporations 
have  sufficient  access  to  information 
about  the  market  for  their  own  securities 
to  deal  with  broker-dealers  without  the 
additional  disclosure  provided  by  the 
Rules.  Several  comments  suggested  that, 
in  addition  to  the  issuer  of  the  penny 
stock,  officers,  directors,  and  controlling 
shareholders  of  the  issuer  should  be 
exempt  from  the  Rules  because,  as 
insiders,  they  also  have  sufficient 
knowledge  about  the  issuer  to  be  aware 
of  the  risks  of  their  investment.  As  one 
broker-dealer  stated,  “insiders  would 
have  a  *  *  *  better  knowledge  of  the 
intrinsic  value  of  the  security  than  any 
market-maker,  and  should  not  require 
the  protection  of  this  rule."  ”  The 
Commission  agrees  with  these 
comments  and  therefore  has  expanded 
the  issuer  exemption  in  Rule  15g-l  to 
also  exempt  from  Rules  15g-2  through 
15g-6  transactions  in  which  the 
customer  is  a  director,  officer,  general 
partner,  or  direct  or  indirect  beneficial 
owner  of  more  than  5%  of  any  class  of 
equity  security,”  of  the  issuer  of  the 
penny  stock  that  is  the  subject  of  the 
transaction. 


private  offering  exempt  under  section  4(2)  of  the 
Securities  Act.  the  Supreme  Court  focused  on  the 
offerees'  need  for  the  protections  of  the  Securities 
Act — namely,  whether  they  were  able  to  "fend  for 
themselves"  and  had  access  to  the  same  kind  of 
information  that  usually  is  disclosed  through 
registration). 

“See,  e.g.,  17  CFR  230.502(d). 

“17  CFR  230.501  through  230.508. 

•’15U.S.C.  77d(2). 

“  Herzog.  Heine,  Geduld,  Inc. 

“The  5%  figure  is  derived  from  Rule  13d-l(a)  (17 
CFR  240.13d-l(a))  of  the  Exchange  Act. 
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5.  Non-Recommended  Transactions 

Proposed  Rule  15g-l  contained  an 
exemption  for  transactions  in  penny 
stocks  that  are  not  recommended  by  a 
broker-dealer.  All  of  the  comments  that 
addressed  this  provision  supported  the 
concept  of  an  exemption  for  non- 
recommended  transactions.  Several 
comments,  however,  requested  that  the 
Commission  clarify  the  scope  of  the 
exemption  by  distinguishing  between 
retail  broker-dealers  who  actively 
recommend  stocks  to  individual 
investors  and  wholesale  market  makers 
who  maintain  lists  of  the  types  or 
specifications  of  stocks  in  which  certain 
active  investors  have  expressed  an 
interest.  These  comments  argued  that 
the  activities  of  wholesale  broker- 
dealers  should  be  considered  “non- 
recommended"  because  the  customers 
of  those  broker-dealers  make  their  own 
investment  decisions  once  they  are 
alerted  to  the  existence  of  a  stock  that 
meets  their  specifications.’®® Two 
commenters  believed  that  the  exemption 
would  be  clearer  if  it  applied  to  non- 
solicited,  rather  than  non-recommended, 
transactions. 

The  Commission  has  determined  to 
retain  the  exemption  for  non- 
recommended  transactions  in  paragraph 
(e)  of  Rule  15g-l.  To  be  consistent  with 
Rule  15c2-6,  the  exemption  continues  to 
apply  to  "non-recommended”  rather 
than  "non-solicited”  trades.’®’ 
Accordingly,  the  exemption  is  limited  to 
situations  in  which  a  broker-dealer  acts 
as  an  order  taker  for  the  customer,  with 
little  or  no  incentive  to  engage  in 
manipulative  sales  tactics.  The  rule  does 
not  exempt  situations  in  which  a  broker- 
dealer  brings  a  penny  stock  to  the 
attention  of  an  investor  because,  in  most 
cases,  this  action  is  intended,  and  is 
understood  by  the  customer,  as  an 
implicit  recommendation  to  buy  the 
penny  stock.  Moreover,  as  a  practical 
matter,  the  Commission  believes  that  it 
would  be  difficult  to  determine  whether 
a  broker-dealer  “brought  a  penny  stock 
to  the  attention  of  a  customer,”  or 
whether  it  actively  promoted  the  merits 
of  that  penny  stock.  In  any  case, 
wholesale  market  makers  who  maintain 


'“In  Mayer  &  Schweitzer,  Inc.'s  view.  "(t]he 
trader  does  not  recommend  such  security  to  the 
customer.  The  trader  is  merely  telling  the  customer 
that  such  stock  is  available  and  asks  whether  the 
customer  has  any  interest  in  such  security." 

The  Commission's  interpretation  of  the  "non- 
recommended”  transaction  exemption  under  Rule 
lSc2-6  therefore  applies  to  the  exemption  in 
paragraph  (e)  of  Rule  15g-l.  Under  this 
interpretation,  neither  exemption  would  apply  to 
situations  in  which  a  broker-dealer  recommends  a 
penny  stock  by  sending  promotional  literature 
directly  to  a  particular  investor.  For  further 
discussion  of  what  constitutes  a  "recommended" 
transaction,  see  Rule  15c2-6  Release,  54  FR  35477, 


lists  of  stocks  that  they  bring  to  the 
attention  of  institutional  investors 
generally  will  be  able  to  rely  on  the 
exemption  for  transactions  with 
institutional  accredited  investors  under 
paragraph  (b)  of  Rule  15g-l.’®® 

6.  Exemptive  Authority 

Finally,  as  in  the  proposed  rule.  Rule 
15g-l  includes  a  provision  giving  the 
Commission  the  authority  to  exempt  by 
order  any  transaction  or  persons  or 
class  of  persons  from  Rules  15g-2 
through  15g-6  if  it  determines  that  an 
exemption  would  be  consistent  with  the 
public  interest  and  the  protection  of 
investors.  The  Commission  believes  that 
this  provision  will  give  it  the  necessary 
flexibility  to  exempt  transactions  and 
persons  that  are  subject  to  alternative 
disclosure  requirements  that  are 
comparable  to  the  requirements  of  the 
Penny  Stock  Act.  ’®® 

C.  Rule  15g-2:  Penny  Stock  Risk 
Disclosure  Document 

Section  15(g)(2]  of  the  Exchange  Act 
requires  a  broker-dealer  to  provide  to 
each  of  its  customers,  prior  to  effecting 
any  transaction  in  any  penny  stock,  a 
document  that  discloses  the  risks  of 
investing  in  the  penny  stock  market.  The 
statute  enumerates  the  following 
specific  items  that  broker-dealers  must 
include  in  the  disclosure  document:  (i)  A 
description  of  the  nature  and  level  of 
risk  in  the  market  for  penny  stocks  in 
both  public  offerings  and  secondary 
trading;  (ii)  a  description  of  the  broker- 
dealer's  duties  to  the  customer  and  of 
the  customer’s  rights  and  remedies;  (iii) 
a  brief,  clear,  narrative  description  of  a 
dealer  market,  including  ‘bid’  and  ‘ask’ 
prices  for  penny  stocks  and  the 
significance  of  the  spread  between  the 
bid  and  ask  prices;  (iv)  the  NASD’s  toll- 
free  telephone  number  for  inquiries  on 
disciplinary  actions;  and  (v)  definitions 
of  significant  terms.’®* The  statute  grants 


'“In  addition,  two  comments  suggested  that  the 
exemption  should  be  expanded  to  include  sales  or 
other  transactions  that  primarily  are  effected  to 
avoid  customer  losses,  such  as  "liquidating 
transactions."  The  Commission  has  not  adopted  this 
suggestion  because  it  believes  that  in  most  cases  it 
would  be  difficult  to  determine  whether  a 
transaction  was  effected  solely  to  avoid  customer 
losses— especially  when  one  penny  stock  is  sold  in 
exchange  for  another  penny  stock.  Moreover,  the 
information  provided  by  the  penny  stock  rules, 
particularly  Rule  15g-3  (disclosure  of  quotation 
information],  will  assist  investors  in  determining 
whether  to  sell  a  penny  stock  to  avoid  a  loss. 

'“The  Commission  also  has  the  authority  under 
section  15(g)(4)  of  the  Exchange  Act  to  exempt  any 
person  or  transaction  from  the  disclosure 
requirements  by  rule  or  regulation. 

'“15  U.S.C.  78o(8)(2). 


the  Commission  specific  rulemaking 
authority  with  respect  to  the  language 
and  the  type  size  and  format  to  be  used 
in  the  risk  disclosure  document.’®* In 
enacting  section  15(g)(2),  Congress 
recognized  that  basic  information  about 
the  nature  of  the  penny  stock  market,  its 
depth  and  liquidity,  and  the  risks  of 
investing,  is  largely  unavailable  to  many 
investors.  ’®* 

1.  Description  of  the  Rule 

Pursuant  to  this  statutory  authority, 
the  Commission  is  adopting  Rule  15g-2. 
The  rule  makes  it  unlawful  for  a  broker- 
dealer  to  effect  a  transaction  in  a  penny 
stock  with  or  for  the  account  of  a 
customer  unless  the  broker-dealer 
distributes  to  the  customer,  prior  to 
effecting  a  transaction  in  a  penny 
stock,  ’®’  a  two-part  document,  as  set 
forth  in  Schedule  15G. 

The  first  part  of  the  risk  disclosure 
document,  entitled  "Important 
Information  on  Penny  Stocks”  (the 
“Summary  Document”),  summarizes  on 
a  single  page  the  items  required  to  be 
disclosed  pursuant  to  section  15(g)(2). 
The  preamble  urges  investors  to  read 
the  risk  disclosure  document  before 
purchasing  a  penny  stock.  The  first 
section  of  the  Summary  Document, 
entitled  “Penny  stocks  can  be  very 
risky,”  briefly  defines  “penny  stock” 
and  identifies  certain  risks  of  investing 
in  penny  stocks.  The  second  section, 
entitled  “Information  you  should  know,” 
describes  the  penny  stock  market  and 


'“See  15  U.S.C.  780(g)(2)(F). 

'“Section  15(g)(2]  reflects  the  Congressional 
finding  that  broker-dealers  in  the  penny  stock 
market  have  sold  stock  to  investors  with  little 
sophistication  or  understanding  of  that  market.  See 
Proposing  Release,  56  FR  19180. 

As  noted  in  the  Proposing  Release,  in  practice, 
the  broker-dealer  probably  would  send  the 
disclosure  document  to  a  potential  customer  through 
the  mail  after  preliminary  telephone  contact; 
however,  the  document  also  could  be  provided  to  a 
potential  investor  in  the  course  of  a  meeting,  before 
the  investor  agrees  to  the  penny  stock  trade.  In  any 
event,  a  broker-dealer  Would  be  obligated  to  ensure 
that  each  customer  has  received  the  document 
before  effecting  the  first  transaction  in  a  penny 
stock  with  the  customer.  "Effecting"  in  this  context 
means  agreement,  oral  or  otherwise,  to  the  terms  of 
the  transaction. 

In  response  to  one  comment  requesting 
clarification  whether  the  risk  disclosure  document 
must  be  provided  prior  to  effecting  every 
transaction  in  a  penny  stock,  the  Commission  notes 
that,  by  its  terms,  the  Penny  Stock  Act  only  requires 
provision  of  the  document  to  the  customer  prior  to  a 
broker-dealer's  effecting  any  transaction  in  a  penny 
stock.  Thus,  once  the  customer  has  received  the 
document  prior  to  the  first  transaction,  in  any 
subsequent  transaction  by  the  broker-dealer  with 
that  customer,  the  broker-dealer  will  be  in 
compliance  with  the  rule.  However,  broker-dealers 
are  encouraged  to  provide  a  new  copy  of  the  risk 
disclosure  document  to  the  customer  prior  to 
effecting  another  transaction  if  a  substantial  amount 
of  time  has  elapsed  since  the  previous  transaction. 
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terminology  imj)ortant  to  an 
understanding  of  that  market.  The  final 
section,  entitled  “Brokers’  duties  and 
customers’  rights  and  remedies,” 
informs  customers  who  have  questions 
or  who  have  been  defrauded  that  they 
may  have  rights  or  remedies  under 
federal  and  state  law,  and  provides  a 
toll-free  telephone  number  of  the  NASD 
and  the  central  number  of  NASAA  for 
information  on  the  background  and 
disciplinary  history  of  the  firms  and 
salespersons  with  whom  they  are 
dealing,  and  the  Commission’s 
complaint  number. 

The  remainder  of  Schedule  15G  {the 
“Explanatory  Document”)  supplements 
and  explains  in  greater  detail  the 
information  provided  in  the  Summary 
Document.  The  Explanatory  Document 
l^egins  with  a  section  entitled  “Further 
Information,”  ‘“which  provides  a  non¬ 
technical  definition  of  “penny  stock.” 
and  gives  several  warnings  to  investors 
concerning  the  penny  stock  market, 
including  warnings  against  making  a 
hurried  investment  decision,  that 
salespersons  are  not  impartial  advisers, 
that  investors  should  compare 
information  from  the  salesperson  with 
other  information  on  the  penny  stock, 
and  that  salespersons  may  not  legally 
state  that  a  stock  will  increase  in  value 
or  guarcmtee  against  loss.  'This  section 
also  discusses  “shell”  corporations,  the 
high  risks  of  initial  public  offerings,  the 
speculative  nature  of  penny  stocks  and 
the  potential  for  significant  losses,  and 
suggests  contacting  the  NASD  and 
NASAA  to  obtain  information  on 
salespersons  and  broker-dealers  and 
reading  the  prospectus  in  a  public 
offering  before  making  an  investment. 
Investors  are  further  informed  that  they 
do  not  have  to  transfer  their  stock  if 
their  salesperson  leaves  the  firm  and 
that  they  have  the  right  to  physical 
possession  of  their  stock  certificates. 

The  next  section  of  the  Explanatory 
Document  entitled  "Your  Rights," 
informs  investors  about  their  rights  and 
the  broker-dealer’s  duties  under  the  new 
penny  stock  rules,  including  the 
particular  disclosures  that  must  be  made 


'*"  Included  at  the  beginning  of  the  Explanatory 
Document  is  a  statement  that  the  Commission  has 
not  approved  or  disapproved  the  securities  being 
sold  or  offered  for  sale,  and  has  not  passed  upon  the 
fairness  or  merits  of  the  transaction  or  the  accuracy 
or  adequacy  of  the  information  contained  in  any 
prospectus  or  otherwise  provided  by  a  broker- 
dealer.  This  proposed  statement  is  simitar  to  notices 
required  by  Rote  13e-3  under  the  Exchange  Act  (17 
CFTl  240.13e-3(e)(3)(ii)  (A)  and  (B)),  Item  431  of 
Regulation  C  under  this  Securities  Act  (17  CFR 
230.481(bKl)).  and  Item  501  of  Regulation  S-K  under 
the  Securities  Act  (17  CFR  229.S01(c)(5)).  See  also, 
e.g..  Regulation  A,  17  CFR  Z30.610a.  Item  1.  part  (e). 
and  Division  I,  Item  2,  of  Schedules  A,  B,  C  and  D  to 
Regulation  B,  17  CFR  230.300-346. 


to  them  under  each  rule,  and  of  the 
timing  requirements  for  such 
disclosures.  The  section  also  informs 
customers  generally  of  their  rights  under 
section  29(b)  of  the  Exchange  Act,  as 
amended  by  the  Penny  Stock  Act,  which 
may  allow  a  rescission  of  the  purchase 
contract  for  broker-dealer  transactions 
in  violation,  inter  alia,  of  the  disclosure 
rules  under  section  15(g)  of  the 
Exchange  Act.  Customers  also  are 
informed  of  the  availability  of  private 
litigation  if  they  believe  they  have  been 
defrauded  or  their  rights  otherwise 
violated,  and  the  use  of  arbitration 
procedures,  if  they  are  subject  to  an 
arbitration  agreement,  and  that  they  can 
report  their  grievances  to  regulatory 
authorities,  including  the  Commission, 
the  NASD,  and  their  state  securities 
administrator. 

The  final  section  of  the  Explanatory 
Document,  entitled  “Market 
Information,”  provides  an  overview  of 
important  aspects  of  the  market  for  low- 
priced  securities.  The  first  two 
paragraphs  provide  a  general 
description  of  the  non-NASDAQ  market 
and  an  explanation  of  important 
concepts  associated  with  that  market, 
such  as  the  role  of  brokers,  dealers,  and 
market  makers,  and  the  ability  of  firms 
in  the  penny  stock  market  to  dominate 
the  market  in  a  penny  stock  and  to 
control  its  prices.  The  next  three 
paragraphs  provide  a  detailed 
explanation  of  the  relationship  between 
mark-ups,  mark-downs,  the  dealer’s 
spread,  and  broker-dealer 
compensation,  and  discuss  the  reason 
why  the  bid  price  of  a  low-priced  stock 
purchased  by  a  customer  generally  must 
rise  substantially  before  the  customer 
may  profitably  resell  that  stock.  The 
final  two  paragraphs  explain  the  initial 
public  offering,  warn  investors  of  the 
especially  high  risk  in  such  a  market, 
and  proiide  the  Commission’s  address 
for  investors  who  want  additional 
information  concerning  penny  stocks. 

Schedule  15G  contains  instructions  for 
production  of  the  document  by  the 
broker-dealer.  The  instructions  set  forth 
the  criteria  for  type  size  and  typeface,  so 
that  the  document  will  be  uniform 
among  broker-dealers,  and  so  that  the 
type  will  be  sufficiently  large  to  be 
legible  to  the  average  reader. 


'°*The  fonts  required  by  the  Schedule  are 
consistent  with  those  used  for  other  documents 
required  to  be  produced  under  the  Securities  Act 
and  Exchange  Act.  See.  the  printing 
instructions  set  forth  in  Regulation  S-K  under  the 
Securities  Act.  17  CFR  229S01(c)(5).  and  Rule  13e-3 
under  the  Exchange  Act,  17  240.13e- 

3(e)(3)(ii)(A)  and  (B). 


Schedule  15G  may  be  reproduced  by 
photographic  copying,  so  long  as  the 
copy  is  clear,  complete,  and  meets  the 
minimum  type  size  requirements  set 
forth  for  a  printed  document.  In 
addition,  the  instructions  prohibit  the 
broker-dealer  from  omitting,  adding  to, 
or  altering  the  language  of  Schedule  15G 
in  any  way  and  from  providing 
supplementary  materials  to  the  customer 
intended  to  detract  from,  rebut,  or 
contradict  Schedule  15G.  Broker-dealers 
may  not  charge  customers  a  fee  for 
receipt  of  Schedule  15G.  In  addition, 
broker-dealers  are  required  to  distribute 
the  Summary  Document  as  the  first  page 
of  the  risk  disclosure  document,  and  on 
one  page  only. 

2.  Schedule  15G  as  Proposed 

Schedule  15G  as  originally  proposed 
consisted  of  a  three-part  document, 
entitled  “Penny  Stock  Disclosure 
Document.”  that  outlined  the  items 
broker-dealers  are  required  to  disclose 
pursuant  to  the  Penny  Stock  Act.  The 
document  defined  a  penny  stock, 
provided  several  brief  warnings  to 
investors,  discussed  the  disclosures 
required  by  the  proposed  penny  stock 
disclosure  rules  and  the  available  legal 
remedies  under  the  section  entitled 
“Your  Rights,”  and,  under  the  caption 
“Important  Market  Information,” 
explained  the  functioning  of  the  penny 
stock  market.  Specific  features  of  the 
proposed  rule  are  discussed  below  in 
connection  with  the  comments. 

3.  Simplification 

In  the  Proposing  Release,  the 
Commission  requested  comment 
whether  the  language  of  Schedule  15G 
as  proposed  accurately  and  concisely 
communicated  the  information  required 
by  the  Penny  Stock  Act.  While  nearly  all 
comments  expressed  general  agreement 
with  the  philosophy  of  providing  a  risk 
disclosure  document  to  customers  in 
penny  stock  transactions,  many 
comments  also  said  that  the  schedule 
was  too  complicated  for  the  average 
investor  to  read  and  comprehend.  ““ 
Along  the  same  line,  some  comments 
argued  that  a  one-page  document  would 
achieve  the  purpose  of  a  risk  disclosure 
document  more  effectively.  Three 
comments  pointed  to  the  risk  disclosure 
document  required  under  the 


'“’One  comment  stated  that  proposed  Schedule 
15G  required  a  level  of  sophistication  that  the 
average  penny  stock  investor  lacks,  and  that  the 
document  should  not  exceed  the  average  adult 
reading  comprehension  level  in  this  country.  Other 
comments  pointed  to  specific  portions  of  the 
document,  stating  that  they  should  be  rewritten, 
either  to  clarify  or  to  simplify  the  language. 
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Commodity  Exchange  Act,’”  which 
informs  investors  of  the  risks  involved 
in  trading  commodity  futures  contracts 
in  five  brief  paragraphs,  as  a  good 
example. 

In  response  to  the  comments,  the 
Commission  has  revised  Schedule  15G 
to  make  it  more  straightforward  and 
comprehensible  to  the  average  reader. 
First,  the  Commission  has  added  the 
new  Summary  Document  to  summarize 
the  essential  information.  The 
Commission  believes  that  a  brief,  one- 
page  document,  which  succinctly  states 
the  main  required  items,  would  more 
effectively  attract  the  average  investor’s 
attention. 

Second,  the  Commission  has  revised 
Schedule  15G  as  proposed,  which  has 
become  the  Explanatory  Document  as 
described  above.  Changes  from 
proposed  Rules  3a51-l  and  15g-l 
through  15g-6  are  reflected  in  the 
Explanatory  Document.  Where  possible, 
without  altering  significantly  the 
meaning  of  Schedule  15G  as  proposed, 
shorter,  more  commonly  understood 
words  have  been  substituted.  Most 
paragraphs  have  been  shortened: 
however,  to  incorporate  some  of  the 
comments  noted  below,  the  Commission 
has  expanded  other  sections. 

4.  Strengthening  the  Risk  Disclosure 
Document 

The  Commission  has  accepted  several 
suggestions  proposed  in  the  comment 
letters  intended  to  strengthen  the  risk 
disclosure  document.  In  response  to  one 
.recommendation,  the  Commission  has 
revised  the  discussion  of  the 
relationship  between  the  bid  and  offer 
quotation  prices,  the  spread,  and  the 
compensation  of  a  broker-dealer.”* 
Investors  are  warned  that,  in  order  to 
sell  their  stock  at  a  profit,  the  bid  price 
must  rise  above  both  the  original  offer 
price  (constituting  the  dealer’s  spread), 
and  the  compensation  to  the  broker- 
dealer,  consisting  of  the  mark-up  in  the 
original  transaction  and  the  mark-down 
in  the  sales  transaction. 

The  Commission  also  has  included  the 
Commission’s  own  telephone  number 
for  reporting  complaints  and  NASAA’s 
central  telephone  number  in  addition  to 
the  NASD  toll-free  telephone  number. 
Investors  may  call  the  latter  two 


"'See  l7  CFR  1.55.  Rule  1.55.  adopted  by  the 
Commodity  Futures  Trading  Commission  under  the 
Commodity  Exchange  Act.  7  U.S.C.  1  et  seq., 
requires  futures  commissions  merchants  and 
introducing  brokers,  before  opening  an  account,  to 
receive  from  their  customer  a  signed  and  dated 
acknowledgment  that  the  customer  has  received 
and  understood  a  risk  disclosure  statement  that 
contains  only  the  language  set  forth  in  the  rule. 

‘■<A  substantial  portion  of  the  Summary 
Document  is  devoted  to  this  subject. 


numbers  for  the  disciplinary  history  of 
broker-dealers  and  their  salespersons.”* 

Several  comments  suggested 
broadening  the  description  of  the  penny 
stock  market  to  include  the  Bulletin 
Board,  and  other  local  or  regional 
interdealer  quotation  services.  The 
Commission  has  added  the  Bulletin 
Board  to  the  description  of  the  quotation 
media  in  which  information  about  penny 
stocks  may  be  obtained. 

One  comment  suggested  that  prior  to 
a  transaction,  investors  should  be 
required  to  sign  and  return  a  form  to  the 
broker-dealer  stating  that  they  had  read 
the  risk  disclosure  document.  The 
Commission  believes  that  the  burden  on 
broker-dealers  of  imposing  such  a 
requirement  would  be  too  high,  both  in 
terms  of  the  delay  in  effecting  a 
transaction,  and  the  additional 
paperwork  involved.  Instead, 
compliance  with  the  rule  may  be 
monitored  by  review  of  the  broker- 
dealer’s  internal  procedures,  and,  if 
necessary,  by  contacting  the  clients  of 
the  broker-dealer. 

Similarly,  the  Commission  also  has 
decided  against  requiring  the  firm  to 
provide  the  risk  disclosure  document  to 
all  investors  in  penny  stocks,  including 
those  investing  in  transactions 
exempted  by  Rule  15g-l,‘”  as  proposed 
by  one  comment.  For  the  reasons  stated 
in  the  Proposing  Release,  the 
Commission  believes  that  such  a 
requirement  is  not  warranted.”® Under 
the  definition  of  a  penny  stock  as  set 
forth  in  Rule  3a51-l  as  adopted, 
transactions  in  a  stock  registered  and 
executed  on  a  national  securities 
exchange  or  quoted  on  NASDAQ  are 
excluded  from  Rule  15g-2.  in  addition  to 
the  other  penny  stock  disclosure  rules 
being  adopted  today.”® The  availability 
of  price  and  volume  information  in  these 
markets  enhances  the  ability  of 
investors  to  investigate  the  accuracy  of 
their  broker-dealer’s  or  salesperson’s 
representations.  Moreover,  SRO  rules 


“’The  Commission  has  not  included  a 
description  of  the  type  of  disciplinary  history 
available  from  the  NASD  and  NASAA,  as  some 
comments  had  suggested.  The  Commission  believes 
that  such  a  speciRc  explanation  might  be  confusing 
to  the  ordinary  investor.  The  Summary  Document 
simply  indicates  that  “additional  information"  may 
be  obtained  from  NASAA. 

'“See  Section  III.B  of  this  release.  In  contrast, 
another  comment  suggested  that  the  obligation  to 
deliver  the  document  be  restricted  to  purchasers  of 
a  penny  stock,  because  of  the  limited  beneflts  of 
providing  the  document  to  customers  who  are  only 
selling  penny  stocks.  However,  the  Commission 
notes  that  the  Penny  Stock  Act  does  not  distinguish 
between  purchasers  and  sellers  in  a  penny  stock 
transaction.  In  addition,  the  document  contains 
important  warnings  not  only  to  purchasers,  but  also 
to  sellers,  of  penny  stocks. 

"’See  Proposing  Release.  56  FR  19178. 

'“See  paragraphs  (e)  and  (f)  of  Rule  3a51-l. 


impose  certain  restrictions  on  these 
quotations  designed  to  protect 
investors.*” The  Commission  believes 
that  investors  would  not  receive 
significantly  greater  protection  from 
receiving  a  risk  disclosure  document  in 
such  transactions. 

Several  representatives  from  the 
industry  felt  that  the  risk  disclosure 
document  casts  the  penny  stock  market 
in  an  unduly  pejorative  light.”* One 
broker-dealer  stated  that  the  term 
“penny  stock"  should  not  be  used 
because  its  negative  connotation  may 
taint  all  securities  that  technically  fall 
within  that  category.  However,  the 
objective  of  the  risk  disclosure 
document,  as  reflected  in  the  Penny 
Stock  Act  and  its  legislative  history,  is 
to  disclose  the  risks  present  in  this 
market  as  well  as  the  incidence  of  fraud 
that  has  been  demonstrated.  After 
reviewing  the  risk  disclosure  document, 
and  making  the  revisions  described 
above,  the  Commission  believes  that 
this  document,  which  is  necessarily  a 
warning  notice,  achieves  this  objective 
in  a  measured  way.”® 

D.  Rule  15g-3:  Broker-Dealer  Disclosure 
of  Quotations  and  Other  Information 
Relating  to  the  Penny  Stock  Market 

’The  Penny  Stock  Act  requires  the 
Commission  to  adopt  a  rule  requiring 
broker-dealers  to  disclose  to  each 
customer,  prior  to  effecting  any 
transaction  in,  and  at  the  time  of 
confirming  any  transaction  with  respect 
to  any  penny  stock,  the  bid  and  ask 
prices  for  the  penny  stock,  and  the 


'“See,  e.g.,  NASD  Rules  of  Fair  Practice.  Art.  Ill, 
Section  5.  NASD  Manual  (CCH)  \  2155  (NASD 
member  prohibited  from  publishing  any  notice 
quoting  a  bid  or  offer  price  for  a  security,  unless  it 
believes  that  such  quotation  represents  a  bona  fide 
bid  or  offer). 

'“One  comment  argued  that  the  language  in 
proposed  Schedule  15G  would  lead  investors  to 
believe  that  there  was  no  legitimate  penny  stock 
activity.  Another  comment  said  that  the  schedule 
concluded  that  a  dominated  market  is  inherently  a 
fraudulent  market. 

''*ln  this  connection,  instructions  to  proposed 
Schedule  15G  stated  that  no  language  of  the 
document  may  be  omitted,  added  to.  or  altered  in 
any  way.  Some  comments  requested  clarification 
whether  the  document  nonetheless  may  be 
supplemented  by  additional  materials.  One 
comment  strongly  encouraged  that  such  a  practice 
be  permitted,  and  that  the  prohibition  on  changes  be 
restricted  only  to  the  document  itself. 

In  response,  the  Commission  has  included  specific 
language  warning  broker-dealers  against 
supplementing  Schedule  15G  with  any  material 
intended  in  any  way  to  detract  from,  rebut,  or 
contradict  the  risk  disclosure  document.  The 
Commission  believes  that  supplementary  materials 
intended  to  reduce  the  impact  of  the  risk  disclosure 
document  potentially  could  undermine  the  purpose 
of  the  risk  disclosure  document  to  alert  investors  to 
the  high  pressure  and  abusive  sales  tactics  in  the 
penny  stock  market,  as  reflected  in  Congressional 
findings  and  in  Commission  proceedings. 
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number  of  shares  to  which  such  bid  and 
ask  prices  apply. ’“If  information  is  not 
available  on  bid  and  ask  prices,  broker- 
dealers  must  provide  customers  with 
other  useful  and  reliable  information 
relating  to  prices  of  penny  stock,  and 
other  comparable  information  relating  to 
the  depth  and  liquidity  of  the  market  for 
the  stock. 

1.  Description  of  the  Rule 

Pursuant  to  this  statutory  requirement. 
Rule  15g-3  requires  a  broker-dealer  that 
effects  a  transaction  in  any  penny  stock 
with  or  for  the  account  of  a  customer  to 
disclose  to  its  customers,  prior  to 
effecting  the  transaction,  and  in  the 
written  confirmation,  *”  certain 
information  relating  to  prices  and 
quotations.  Procedures  for  disclosing 
quotations  derived  from  interdealer  bid 
and  offer  prices  are  treated  separately 
in  principal  transactions  on  the  one 
hand,  and  riskless  principal  and  agency 
transactions,  on  the  other. 

The  ruJe  sets  forth  three  levels  of 
disclosure  in  principal  transactions, 
other  than  riskless  principal 
transactions,  depending  on  the 
availability  and  reliability  of  price 
information.  First,  paragraph  (a)(1)  of 
Rule  15g-3  requires  a  broker-dealer 
effecting  a  transaction  in  a  penny  stock 
to  provide  the  inside  bid  and  offer 
quotations  for  the  penny  stock 
appearing  on  a  Qualifying  Electronic 
Quotation  System,  such  as  the  Bulletin 
Board,  on  which  there  is  both  an  inside 
bid  and  offer  quotation  for  the 
security. 

Second,  if  an  inside  quotation,  as 
defined,  is  not  available,  the  rule 
requires  disclosure  of  the  broker- 
dealer's  own  quotations.  For  principal 
transactions  other  than  riskless 
principal  transactions,  a  broker-dealer  is 
required  to  disclose  its  own  bid  and 
offer  prices  if,  during  the  previous  five 
business  days,  the  dealer  has  effected  at 
least  three  bona  fide  sales  to,  in  the  case 
of  its  current  offer  quotation,  or 
purchases  from,  in  the  case  of  its  current 


•“15  U5£.  78o(gK3KA)(i).  (ii). 

'“The  timing  and  procedure  of  discloaure  are 
discussed  at  Section  III.G  of  this  release. 

'“Riskless  principal  transactions  are  discussed 
below  in  this  section  in  connection  with  the 
comments  to  Rule  l-lg-S  and  in  Section  II1£  in 
connection  with  Rule  15g-4.  For  purposes  of  these 
rules,  riskless  principal  transactions  are  those 
trades  for  which  the  dealer  has  both  a  buy  and  a 
sell  commitment  at  the  time  of  the  trade  with  the 
customer. 

'“The  Penny  Stock  Act  provides  that  the 
Commission  shall  facilitate  the  development  of 
automated  quotation  systems  that  collect  aitd 
disseminate  information  regardii^  penny  stocks.  A 
"Qualifying  Electronic  Quotation  System"  is  defined 
in  para^aph  (c)(5)  of  the  rule.  See  the  discussion  of 
this  system  below  in  this  section. 


bid  quotation,  other  dealers  consistently 
at  these  respective  bid  or  offer 
quotations  at  the  time  of  those 
transactions. In  addition,  the  dealer 
must  reasonably  believe  in  good  faith  at 
the  time  of  the  transaction  with  the 
customer  that  its  respective  bid  or  offer 
price  accurately  reflects  the  price  at 
which  it  is  willing  to  sell  to  or  buy  from 
other  dealers. 

In  order  for  a  quotation  to  be 
disclosed  under  this  second  procedure, 
no  less  than  75%  of  a  broker-dealer’s 
bona  fide  interdealer  purchases  or  sales 
must  have  occurred  consistently  at  the 
currently  quoted  price  over  the  previous 
five-day  period.  At  a  minimum,  dealers 
must  have  effected  three  bona  fide 
transactions  with  other  dealers.  If  only 
three  interdealer  transactions  have 
occurred  in  the  interdealer  maricet,  all 
three  such  transactions  must  have 
occurred  at  the  dealer’s  currently  quoted 
bid  or  offer  price,  as  the  case  may  be. 

Finally,  if  the  dealer’s  own  bid  and 
offer  prices  differ  from  its  interdealer 
transaction  prices  over  the  previous  five 
days,  the  rule  requires  the  dealer  to 
disclose  that  it  has  not  consistently 
effected  interdealer  purchases  or  sales 
of  the  penny  stock  at  its  bid  or  offer 
price.  The  dealer  also  must  disclose  to 
the  customer  the  price  at  which  it  last 
purchased  the  penny  stock  from,  or  sold 
the  penny  stock  to,  respectively,  another 
dealer  in  a  bona  fide  transaction. 

In  this  situation,  the  dealer  must  state, 
in  a  clear  manner,  the  price  of  its  last 
transaction  and  its  lack  of  trades 
consistent  with  its  quotes.  The 
Commission  believes  that  under  such 


'“Under  this  validation  procedure,  the  broker- 
dealer  is  required  under  the  rule  to  disclose  to  the 
customer  both  its  bid  and  offer  quotations  for  a 
penny  stock.  However,  the  Commission  wishes  to 
clarify  that  in  order  to  do  so,  the  validation 
procedure  under  Rule  15g-3  does  not  require  the 
dealer  to  have  effected  both  three  sale  and  three 
purchase  transactions  in  the  previous  five  days.  It  is 
suiTicient  that  only  one  side,  i.e.,  either  the  bid  or 
the  offer  side,  be  validated.  For  example,  a  dealer 
may  have  effected  only  three  sales,  and  no 
purchases,  of  a  penny  slock  during  the  relevant 
period.  Nevertheless,  provided  that  the  other 
elements  of  the  validation  procedure  have  been 
satisfied,  the  dealer  would  give  its  own  bid  and 
offer  quotations  to  the  customer  in  satisfaction  of 
the  requirements  of  Rule  15g-3. 

However,  if  any  transaction(s)  has  occurred  on 
the  other  side  in  the  relevant  Tive-day  period,  the 
dealer  must  have  effected  such  transactionis]  at  its 
quoted  price  at  the  time  of  such  transaction(s),  and 
the  75%  standard  would  apply.  The  three 
transaction  requirement  would  not  apply  in 
determining  consistency  of  transactions  at  the 
quoted  price  on  this  other  side. 

'“In  reviewing  the  quotations  disseminated  by 
dealers  under  the  rule  that  are  validated  by 
interdealer  transactions,  the  Commission  intends  to 
consider  the  context  in  which  such  interdealer 
transactions  have  occurred  to  determine  whether 
the  interdealer  transactions  are  bona  fide,  i.e., 
whether  such  transactions  are  arms-length  and 
otherwise  determined  by  market  forces. 


circumstances  it  generaliv  would  be 
misleading  to  customers  for  dealers  to 
oroviue.  in  addition,  their  own  purported 
market  quotations,  since  the  broker- 
dealer's  own  quotes  would  not  reflect 
the  prices  at  which  it  is  trading.  If  the 
dealer  nonetheless  chooses  to  provide 
additional  quotations,  such  quotations 
must  be  bona  fide,  and  the  dealer  must 
communicate  clearly  the  nature  of  those 
quotations,  without  rendering  the 
required  disclosures  ineffectual. 

In  the  case  of  a  sole  market  maker  in 
a  penny  stock,  the  market  maker  would 
be  required  to  disclose  its  quotations,  if 
validated  by  its  trades,  as  required  by 
the  rule.  Otherwise,  it  must  disclose  its 
last  relevant  trade  price,  and  the  fact 
that  its  trades  and  quotes  were  not 
consistent.  In  other  instances  where  it 
has  not  been  possible  for  a  dealer  to 
effect  transactions  consistently  with 
other  dealers  over  a  five-day  period,  as, 
for  example,  during  the  first  few  days  of 
an  initial  public  offering,  a  dealer  would 
be  required  to  disclose  to  the  customer 
that  it  has  not  effected  previous, 
consistent  interdealer  purchases  or 
sales.  In  the  case  of  an  initial  public 
offering,  the  broker-dealer  could  explain 
that  no  trading  market  existed  prior  to 
the  offering.  This  information  should 
indicate  to  the  customer  that  the  market 
for  the  securities  may  be  inactive  or 
untested,  because  an  interdealer  market 
has  not  yet  been  established  for  the 
securities. 

The  rule  provides  for  a  separate 
procedure  for  disclosing  transactions 
effected  by  a  broker  on  an  agency  basis, 
or  by  a  broker-dealer  on  a  riskless 
principal  basis.  In  these  trades,  the  rule 
requires  a  broker-dealer  to  disclose  the 
best  interdealer  bid  and  offer  prices  for 
the  penny  stock  that  the  broker-dealer 
obtains  through  reasonable  diligence. 
The  Commission  believes  that  the 
“reasonable  diligence’’  standard  would 
require  the  broker-dealer  acting  as  agent 
or  riskless  principal,  at  a  minimum,  to 
follow  standards  set  forth  by  the  NASD, 
and  generally  accepted  as  industry 
practice,  by  presenting  to  the  customer 
the  best  of  three  quotations  obtained 
from  market  makers  in  the  security. 
Quotations  from  all  market  makers 


’“When  making  such  additional  quotations 
under  paragraph  (a)(2)(i)(C)  of  Rule  15g-3.  the 
dealer  must,  at  a  minimum,  communicate  clearly  to 
the  customer  that  the  dealer  has  not  consistently 
effected  such  interdealer  purchases  or  sales  at  Its 
bid  or  offer  for  the  number  of  shares  to  which  the 
bid  and  offer  apply  and  that  the  dealer's  quotations 
under  these  conditions  are  potentially  unreliable. 
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would  have  to  be  provided  if  there  €tre 
fewer  than  three.*" 

Finally,  paragraph  (a)(3)  of  the  rule 
requires  broker-dealers  to  disclose  the 
number  of  shares  to  which  the  bid  and 
offer  prices  apply.*** 

2.  Comments  on  Rule  15g-3 

The  Commission  requested  comment 
concerning  the  procedure  for  validating 
quotations  of  broker-dealers, 
speciHcally,  the  adequacy  and 
appropriateness  of  the  provision  of  the 
proposed  rule  requiring  that  at  least  75% 
of  a  dealer’s  purchase  or  sales 
transactions  during  the  previous  five- 
day  period  occur  at  its  bid  or  offer  price. 
Six  comments  supported  the  manner  in 
which  the  rule  requires  disclosure  of 
quotations.  ***  However,  representatives 
of  industry  generally  were  critical  of  the 
validation  process,  stating  that  it  posed 
substantial  compliance  and  operational 
problems.  ***  In  particular,  these 


'”See  Interpretation  of  the  Board  of  Governors, 
NASD  Manual  (CCH)  1  2151.03.  Interpretation  D,  at 
2037-3.  Interpretation  D  reads  as  follows: 

In  any  transaction  for  or  with  a  customer 
pertaining  to  the  execution  of  an  order  in  a  non- 
NASDAQ  security  (as  defined  in  Schedule  H  to  the 
By-Laws),  a  membw  or  person  associated  with  a 
member,  shall  contact  and  obtain  quotations  from 
three  dealers  (or  all  dealers  if  three  or  less)  to 
determine  the  best  inter-dealer  market  for  the 
subject  security. 

The  Commission  notes  that  in  any  transaction  in 
which  a  broker-dealer  is  acting  in  an  agency  or 
riskless  principal  capacity,  the  firm  generally  would 
have  at  least  one  bona  fide  quote  to  provide  to  a 
customer.  In  such  transactions,  the  broker-dealer 
would  obtain  the  security  contemporaneously  from 
another  broker-dealer  at  a  quoted  price,  and  thus 
would  be  able  to  provide  that  quote  to  its  customer. 
Therefore,  the  rule  does  not  contain  a  provision 
requiring  a  broker-dealer  in  agency  or  riskless 
principal  transactions  to  disclose  the  unreliability  of 
quotation  information.  In  contrast,  in  principal 
transactions  not  effected  on  a  riskless  principal 
basis,  a  dealer  may  sell  the  security  from  its 
inventory  when  no  readily  ascertainable  quote  is 
available.  In  such  instances,  the  rule  requires 
disclosure  of  the  unreliability  of  unvalidated  quotes. 

'”The  Commission  believes  that  the  general 
antifraud  provisions  of  the  federal  securities  laws 
would  prohibit  the  dealer  from  providing  a 
quotation,  such  as  for  a  round  lot  of  shares,  without 
further  explanation  if  the  broker-dealer  is  aware 
that  this  quotation  in  fact  would  mislead  the 
customer  with  respect  to  the  value  actually  paid  or 
received  by  the  customer  in  a  transaction  resulting 
from  such  a  quotation. 

'^According  to  one  comment  the  rule  as 
proposed  would  contribute  substantially  to  the 
investor's  ability  to  make  an  informed  choice  about 
the  advisability  of  investing  in  a  penny  stock. 

One  comment  stated  that  the  validation 
procedure  would  render  automated  back  office 
services  useless  for  processing  penny  stock 
transactions,  but  did  not  specify  how  this  would  be 
the  case. 

Some  comments  queried  whether  the  bid  and 
offer  information  required  at  the  time  of 
confirmation  is  the  quotation  information  disclosed 
at  the  time  of  the  pre-trade  disclosure,  or  at  the  time 
of  the  confumation.  In  the  post-trade  confirmation, 
the  bid  and  offer  quotation  information  would  be 
the  same  bid  and  offer  information  disclosed 
pursuant  to  the  pre-trade  disclosure  requirement. 


comments  asserted  that  it  would  be 
unduly  burdensome  for  broker-dealers 
to  determine  whether  quotations  were 
“consistent”  during  the  five-day  period 
prior  to  effecting  the  penny  sto^ 
transaction.  The  NASD  stated  that  the 
75%  figure  was  too  high,  and  would  be 
ineffective  without  a  minimum  number 
of  trades.  The  NASD  preferred  a  process 
of  validation  based  on  AJstead, 

Dempsey  &  Company,  Inc. 

(“A/s/eod”),***  which  permits  use  of 
properly  validated  quotations  in  the 
absence  of  contemporaneous 
transactions,  without  quantifying  the 
percentage  of  trades  required  to  validate 
the  quotations. 

In  response  to  these  comments,  the 
Commission  has  concluded  that  broker- 
dealers  should  have  available  an 
objective  procedure  that  would  assist 
them  in  complying  with  the  Penny  Stock 
Act’s  requirement  of  disclosure  of  bid 
and  offer  quotations.  In  section  17B  of 
the  Exchange  Act.  Congress  directed  the 
Commission  to  facilitate  the  “wide¬ 
spread  dissemination  of  reliable  and 
accurate  last  sale  and  quotation 
information  with  respect  to  penny 
stocks,”  which  would  provide,  among 
other  things,  bid  and  offer  quotations  of 
participating  broker-dealers,  or  other 
comparably  accurate  and  reliable 
pricing  information.  The  Commission 
has  incorporated  the  standards 
enumerated  in  section  17B  in  the 
specifications  of  an  automated 
quotation  system  for  purposes  of 
disclosure  imder  Rule  15g-2.*“The 
Commission  believes  that  the  use  of 
such  a  quotation  system  will 
substantially  ease  the  costs  to  broker- 
dealers  of  complying  with  the  bid-offer 
disclosure  requirement  of  the  Penny 
Stock  Act. 

The  rule  requires  use  of  the  highest 
firm  inside  bid  quotation  and  the  lowest 
firm  inside  offer  quotation  displayed  on 
a  Qualifying  Electronic  Quotation 
System,  when  available.**^ Under 
paragraphs  (c)(3)-(4)  of  the  rule,  in  order 
for  an  “inside  bid  quotation”  and  an 
“inside  offer  quotation”  to  exist,  at  least 
two  market  makers  in  the  security  must 
contemporaneously  be  displaying  on  a 


'”47  S.E.C.  1034  (1984). 

'”See  section  1U.A  of  this  release  for  a  discussion 
of  the  anticipated  future  compliance  of  the  Bulletin 
Board  with  the  requirements  of  section  17B(b)(2]  of 
the  Exchange  Act  by  the  effective  date  of  the  Rule. 
Where  these  external  quotes  are  available,  the 
broker-dealer  may  not  use  its  own  quotes,  even  if 
validated. 

A  Qualifying  Electronic  Quotation  System  is 
defined  in  paragraph  (c)(5)  of  Rule  15g-3  as  **an 
automated  quotation  system  that  has  the 
characteristics  set  forth  in  section  17B(bK2)  cff  the 
[Exchange]  Act  or  such  other  automated  quotation 
system  designated  by  the  Commission"  for  purposes 
of  compliance  with  the  rule. 


Qualifying  Electronic  Quotation  System 
bid  and  offer  quotations  for  the  security 
at  specified  prices.  ***  Consequently, 
broker-dealers  will  provide  these 
publicly  disseminated  quotations  in  the 
pre-trade  disclosure  and  in  the 
confirmation  by  drawing  these  quotes 
electronically  from  an  external  data 
source.  The  Commission  believes  that 
broker-dealers  should  be  able  to  derive 
the  inside  quotes  ^m  an  electronic 
system  like  the  Bulletin  Board  in  an 
efficient  and  straightforward  manner, 
and  that  this  will  provide  useful 
information  to  investors. 

In  its  conunent  letter,  the  ABA 
hypothesized  a  situation  where  a 
broker-dealer  has  consistently  efiected 
bona  fide  sales  to  other  dealers  at  its 
offer  price,  but  has  not  effected 
purchases  consistently  at  its  bid  price. 
The  letter  argued  that  this  “unfairly” 
required  the  broker-dealer  to  disclose 
the  unreliability  of  its  quotations  to  its 
customers.  However,  one  of  the 
principal  reasons  for  requiring  broker- 
dealers  to  disclose  bid  as  well  as  ofier 
quotations  is  so  that  investors 
understand  the  problems  that  they  may 
face  when  they  attempt  to  sell  a  penny 
stock.  A  consistent  bid  price,  validated 
by  actual  trades,  evidences  an  active, 
liquid  secondary  market  in  the  stock, 
and,  therefore  demonstrates  that  the 
customer  may  readily  find  a  broker- 
dealer  to  repurchase  that  stock. 

3.  Validation  of  Quotations  in  Principal 
Transactions 

Where  qualifying  inside  quotations 
are  not  available,  however,  the 
Commission  has  retained  the  proposed 
validation  procedure,  while  modifying 
certain  features  in  accordance  with  the 
comments.  The  Commission  believes 
that  outside  of  an  electronic  quotation 
environment  with  multiple  displayed 
quotations,  quotations  in  the  non- 
NASDAQ  OTC  market  are  not 
sufficiently  reliable  to  require  broker- 
dealers  to  give  them  to  customers 
without  a  validation  process.  Moreover, 
as  an  operational  matter,  based  on  the 
conunent  letters  and  discussions  with  a 
number  of  broker-dealers,  it  appears 
that  market  makers  generally  are  aware 
whether  they  are  trading  at  their  quoted 
prices.  Although  the  Commission 
considered  using  a  non-quantified 
validation  standard,  as  suggested  by  the 
NASD,  the  Commission  believes  that  a 
validation  standard  provides  clearer 


’”Thi8  use  of  Inside  bid  and  offer  quoiations  is 
consistent  nvitli  the  pricing  provisions  of  Rule  3aSl- 
1.  At  present,  no  automated  quotation  system 
satisHes  all  the  requirements  of  section  17B(b>(2). 
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guidance  to  broker-dealers  in  complying 
with  the  rule. 

The  Commission  also  believes  that  the 
proposed  75%  standard  is  a  fair  gauge  of 
the  reliability  of  a  broker-dealer’s 
quotes  in  the  penny  stock  market.  Given 
that  there  are  often  few  trades  in  a 
penny  stock,  a  figure  lower  than  75% 
would  not  accurately  characterize  the 
trading  for  a  penny  stock  as 
“consistent.”  ‘**The  Commission  agrees 
with  the  NASD  that  the  rule  would  be 
more  effective  if.  in  determining  whether 
it  has  “consistently"  traded  at  its  offer 
or  bid  price  to  the  customer,  the  dealer 
has  ejected  a  minimum  number  of 
transactions  in  the  security  during  the 
relevant  time  period.  Therefore, 
paragraph  (a)(2)(i)  of  the  rule  as  adopted 
now  requires  that  there  must  have  been 
at  least  three  bona  fide  interdealer 
transactions  in  the  security  in  the  five 
days  preceding  the  transaction  with  the 
customer.  As  a  logical  matter,  if,  in  fact, 
the  dealer  has  effected  only  three 
transactions,  all  three  transactions  must 
have  occurred  at  its  offer  or  bid  price,  as 
the  case  may  be. 

For  those  principal  transactions  that 
do  not  have  qualifying  inside  bid  and 
offer  quotations  displayed  on  a 
Qualifying  Electronic  Quotation  System, 
and  also  cannot  be  properly  validated,  a 
dealer  must  disclose  to  customers  that 
the  dealer  has  not  consistently  effected 
interdealer  purchases  or  sales  of  the 
penny  stock  at  its  bid  or  offer  price. 
However,  the  Commission  does  not 
believe  this  requirement  to  be  unduly 
burdensome,  particularly  in  view  of  the 
beneHts  it  would  produce  in  terms  of 
customer  protection.**’ The  alternative 
would  be  to  tell  the  customer  nothing. 
The  Commission  believes  that  this  result 
would  not  comply  with  the  mandates  of 
the  Penny  Stock  Act,  as  reflected  in  the 
legislative  history,  which  underscored 
the  importance  that  investors 
understand  the  nature  of  quotations  in 
the  penny  stock  market.  ’** 


'^The  Commission  wishes  to  note  that  the  75% 
requirement,  like  the  other  requirements  under  the 
rule,  is  intended  to  apply  only  to  transactions  under 
Rule  15g-3. 

'*^See  the  discussion  supra  in  this  section  of  the 
ABA  comment  that  it  would  be  unfair  to  require  a 
dealer  to  disclose  that  it  has  not  consistently 
effected  purchases  at  its  bid  price  although  its  sales 
transactions  have  been  consistent. 

”*10  adopting  the  bid-ask  provisions  of  the  Penny 
Stock  Act,  the  House  Report  pointed  to  the  fear  that, 
|w]hile  the  Committee  believes  that  the  disclosure 
of  bid  and  ask  quotations  to  customers  will  provide 
Bi>  additional  source  of  useful  information  for 
customers  to  assess  the  relative  merits  of  a 
particular  investment,  the  Committee  notes  that 
quotations  for  such  securities  frequently  are  the 
subject  of  negotiation  and  may  not  accurately 
reflect  the  actual  price  a  customer  would  pay  or 
receive  for  the  securities. 

House  Report,  at  29. 


E.  Rule  15g-4:  Coriipensation  of  Brokers 
or  Dealers 

Section  15(g)(3)(A)  of  the  Penny  Stock 
Act  requires  the  Commission  to  adopt  a 
rule  requiring  broker-dealers  to  disclose 
to  each  customer,  both  prior  to  effecting 
any  transaction  in.  and  at  the  time  of 
confirming  any  transaction  with  respect 
to,  any  penny  stock,  “the  amount  and 
description  of  any  compensation  that 
the  broker  or  dealer  *  •  *  will  receive 
or  has  received  in  connection  with  such 
transaction.”  ***  In  enacting  this 
provision.  Congress  was  concerned  that 
customers  in  the  penny  stock  market 
have  little  notion  of  the  often  excessive 
compensation  that  broker-dealers  obtain 
in  penny  stock  transactions.*^ 

1.  Description  of  the  Rule 

In  accordance  with  the  Penny  Stock 
Act  Rule  15g-4  requires  disclosure  of 
aggregate  broker-dealer  compensation 
to  any  customer  ***  both  prior  to 
effecting  any  transaction  in,  and  at  the 
time  of  confirming  any  transaction  *** 
with  respect  to,  any  penny  stock.  *^® 

Rule  15g-4  defines  compensation  of 
broker-dealers  with  respect  to  three 
separate  types  of  transactions.  First,  the 
rule  deHnes  the  compensation  of  a 
broker-dealer  that  is  engaged  in  an 
agency  transaction  in  a  penny  stock  for 
a  customer  as  the  amount  of  any 
remuneration  received  or  to  be  received 
by  it  from  the  customer.  Compensation 
in  agency  transactions  generally 
consists  of  a  commission.  The  amount  of 
remuneration  to  be  received  from  the 
customer  in  agency  transactions 
currently  must  be  disclosed  to  the 
customer  on  the  confirmation  pursuant 
to  Rule  10b-10(a)(7)(ii)  ***  under  the 
Exchange  Act.  Rule  15g-4  incorporates 
Rule  lOb-lO’s  general  standard  for 
agency  transactions. 

Second,  Rule  15g-4  defines 
compensation  of  a  broker-dealer,  other 
than  a  dealer  acting  as  a  market  maker, 
that  executes  a  “riskless  principal” 
transaction  in  a  penny  stock  as  the 
difference  between  the  price  to  the 
customer  and  the  contemporaneous 
purchase  or  sale  that  is  made  in 
connection  with  such  transaction.  A 
riskless  principal  transaction  is  a 
transaction  in  which  a  broker-dealer, 
after  receiving  (or  receiving  the 
commitment  for)  a  buy  or  sell  order, 
makes  a  purchase  or  sale  of  the  penny 


'“15  U.S.C.  780(g)(3)(A). 

'"See  Proposing  Release.  56  FR  19184. 

'*'  Pursuant  to  Rule  15g-l.  a  broker  or  dealer  is 
not  a  customer. 

'"The  timing  and  procedure  of  disclosure  are 
discussed  at  Section  III.C  of  this  release. 

'"15  U.S.C.  780(g)(3)(A). 

'"17  CFR  240.10b-10(a)(7)(ii). 


stock  as  principal  from  or  to  another 
person  to  offset  the  sale  or  purchase  as 
principal  to  or  from  the  first  person. 

Thus,  riskless  principal  trades  would  be 
those  trades  in  which  there  is  a 
commitment  on  both  the  buy  and  the  sell 
sides  of  a  transaction  at  the  time  of  the 
principal  trades. 

Third,  Rule  15g-4  defines 
compensation  of  a  dealer  that  executes 
principal  transactions,  other  than 
riskless  principal  transactions,  as  the 
difference  between  the  price  to  the 
customer  charged  by  the  dealer  and  the 
prevailing  market  price.  The  preamble  to 
the  rule  refers  broker-dealers  to  the 
standards  for  determining  compensation 
in  the  Commission’s  Alstead  *^* 
decision,  which  Congress,  in  its  House 
Report  on  the  Penny  Stock  Act. 
endorsed  as  the  “leading  case” 
establishing  the  principles  for 
calculating  mark-ups.'*® 

Paragraph  (d)  of  the  rule  provides  an 
alternative  standard  for  use  by  market 
makers  in  calculating  compensation, 
once  last  sale  reporting  becomes 
available  in  a  Qualifying  Electronic 
Quotation  System,  as  defined  in 
paragraph  (c)(5)  of  Rule  15g-3.  At  that 
time,  solely  for  purposes  of  Rule  15g-4.  a 
market  maker  may  use  an  “active  and 
competitive  market”  standard  in 
determining  prevailing  market  price  if 
the  aggregate  number  of  transactions 
effected  by  such  market  maker  in  the 
penny  stock  in  the  five  business  days 
preceding  such  transaction  is  less  than 
20%  of  the  aggregate  number  of  all 
transactions  in  the  penny  stock  reported 
on  a  Qualifying  Electronic  Quotation 
System.  Rule  15g-4  provides  that  there  is 
no  presumption  that  a  market  is  not 
“active  and  competitive”  solely  because 
a  market  maker  does  not  meet  the 
conditions  specified  therein. 

2.  Alstead  Standard 

The  Commission’s  general  principles 
for  calculating  compensation  in 
principal  trades,  enunciated  in  its 
decision  in  Alstead,  provide  guidance  in 
determining  prevailing  market  price.*'*’ 
Through  administrative  and  judicial 
proceedings,  the  Commission  has 
maintained  the  long-standing  position 
that  undisclosed  excessive  mark-ups 


'"47  S.E.C.  1034  (1984). 

'"House  Report,  at  30. 

'"The  Proposing  Release  provided  a  summary  of 
the  standards  in  Alstead  for  determining  prevailing 
market  price.  Proposing  Release.  56  FR  19185-19186. 
For  convenience  of  reference,  that  summary  is 
repeated  here.  None  of  the  commenters  disputed  the 
essential  accuracy  of  the  summary  in  the  Proposing 
Release. 


Federal  Register  /  Vol.  57»  No.  82  /  Tuesday,  April  28,  1992  /  Rules  and  Regtdafions 


18023 


and  mark-downs  violate  the  antifraud 
provisions  of  the  federal  securities 
laws,*** and  has  set  forth  the 
appropriate  methods  for  calculating 
dealer  mark-ups.  In  addition,  since  1943, 
the  NASD  has  deemed  it  inconsistent 
with  just  and  equitable  principles  of 
trade  under  its  Rules  of  Fair  ftactice  for 
a  member  to  enter  into  any  securities 
transaction  with  a  customer  at  a  price 
not  reasonably  related  to  the  current 
price  of  the  security.*®* 


’'**  When  a  dealer  as  principal  sells  a  security  to  a 
customer,  it  generally  will  include,  as  compensation, 
a  mark-up  over  the  prevailing  market  price. 

Similarly,  when  a  dMler  purchasea  a  security  from 
a  customer,  it  will  calculate  a  mark-down  htm  the 
prevailing  market  price  and  effect  the  transaction  at 
that  lower  price.  In  this  release,  the  terms  “maik- 
ups"  and  “mark-downs"  will  sometimes  be  used  in 
lieu  of  “compensation”  for  discussion  purposes,  but 
“mark-ups”  and  “mark-downs”  are  included  in  the 
meaning  of  “compensation”  as  defined  under  Rule 

'**The  Commission  and  the  courts  have  stated  for 
over  50  years  that  a  broker-dealer,  by  holding  itself 
out  as  a  securities  professional  with  special 
knowledge  and  ability.  Impliedly  represents  that  it 
will  deal  fairly,  honestly,  and  in  accordance  with 
mdustry  standards  with  the  pubHc  investor.  “(A] 
dealer  may  not  exploit  the  iterance  of  his 
customer  to  extract  unreasonable  profits  resulting 
from  a  price  which  bears  no  reasonable  relation  to 
the  prevailing  market  price.”  Duker  Sr  Duker,  6 
S.EC  366,  368  (1939).  Specifically,  a  brokra-dealer 
impliedly  represents  that  the  prices  it  charges  bear 
a  reasonable  relation  to  the  prevailing  market  price. 
Charging  an  excessive  mark-up  is  Inconsistent  with 
that  implied  representation.  IMer  this  theory,  the 
courts  have  found  violations  of  Section  17(a)  of  the 
Securities  Act,  15  U.S.C.  S  77q(a).  and  Section  10(b) 
of  the  Exchange  Act,  15  U.S.C.  78i(b),  and  Rule  10b- 
5  thereunder,  17  CFR  240.10b-6.  Sw  generally 
Charles  Hughes  »Co.v.  SEC  139  F.2d  434  (2d  Cir.), 
cert  denied,  321  U.S,  786  (1943);  SECy.  Great  Lakes 
Equities  Co.,  [1990-1991]  Fed.  Sec.  L  Rep.  (CCH) 

1  95.685.  at  96,201  (E.D.  Mich.  September  4. 1990); 
Trost  S'  Co.,  Inc.,  12  S.E.C  531  (1942).  See  also 
Securities  Exchange  Act  Release  No.  24366  (May  5. 
1987).  52  FR  15575  (principles  as  applied  to  zero 
coupon  securities  market). 

Interpretation  of  the  Board  of  Governors, 

NASD  Manual  (CCH)  f  2154,  at  2056.  The  NASD 
generally  will  consider  mark-ups  and  mark-downs 
on  equity  securities  greater  than  5%  above  the 
prevailing  market  price  to  be  unfair  or 
unreasonable.  However,  the  determination  of  the 
fairness  of  mark-ups  and  mark-downs  must  be 
based  on  a  consideration  of  all  the  relevant  factors, 
of  which  the  percentage  is  only  one.  Id.  at  2056, 

2057.  See  Gerald  M.  Greenberg,  40  Si.C  133, 136-37 
(I960). 

I  The  Commission  consistently  has  held  that 

I  undisclosed  maric-ups  and  mark-downs  of  more 

than  10%  are  fraudulent  in  equity  secrudties.  See. 
e.g.,  Peter  /.  Kisch,  47  S.EC.  802,  808  (1982);  Staten 
Securities  Corp.,  47  S.E.C.  766,  767  (1982);  Powell  S' 
Assocs.,  47  S.EC  746. 748  (1962);  Charles  Michael 
West  47  S.E.C.  39. 42  n.l2  (ISTO).  The  Commission 
I  has  applied  the  10%  standard  in  decisions  involving 

I  the  peimy  stock  market  as  well.  See  LSCO 

Securities,  Inc.,  Securities  Exchange  Act  Release 
No.  28994  (March  21. 1991),  48  SEC  Doc.  767;  fames 
E  Ryan,  47  S£.C  759  (1982):  First  Pittsburgh 
Securities  Corp.,  47  S.EC.  (I960):  Costello, 
Russotto  &  Co.,  42  Si.C  796  (1965):  /A.  Winston  S' 
Co..  42  S.EC  62,  69  (1964). 

In  addition,  both  the  Commission  and  the  NASD 
have  held  that  compenaation  below  the  stated 
percentages  with  respect  to  equity  securities  may  be 


The  Commission  and  the  courts 
consistently  have  held  in  mark-up  cases 
that,  absent  countervailing  evidence,  the 
prevailing  maiicet  price  is  the  price  paid 
by  a  dealer  in  actual  contemporaneous 
transactions  with  other  dealers.*®*  This 
standard,  and  a  variation  for  certain 
dealer  transactions,  has  been  described 
most  succinctly  in  the  Commission’s 
1984  decision  in  AJstead^^^The 
standards  under  Alstead  as  summarized 
in  this  release  are  intended  to  provide  a 
framework  for  broker-dealers  to  use  in 
calculating  compensation  when  acting 
as  principal  in  transactions  in  penny 
stocks.  The  Commission  wishes  to 
emphasize  that  this  summary  is  not 
intended  in  any  way  to  modify  the 
standards  of  Alstead  Broker-dealers  are 
encouraged  to  refer  to  that  case  in 
conjunction  with  this  release  for  a 
statement  of  the  Commission's 
standards  regarding  calculation  of 
compensation. 

The  Commission  in  Alstead  first 
reiterated  the  general  contemporaneous 
cost  standard.  In  one  of  the  situations 
presented  by  the  case,  several  market 
makers  in  an  equity  security  were  listed 
in  the  “pink  sheets,"  and  the  firm  in 
question,  Alstead,  Dempsey  &  Co.,  also 
entered  quotations  in  regional 
interdealer  quotation  sheets. 
Nonetheless,  the  Commission  held  that 
except  for  the  prices  Alstead,  Dempsey 
&  Co.  charged  another  dealer  in  two 
transactions,  the  best  evidence  of 
prevailing  market  price  was  the  price 
paid  by  Alstead,  Dempsey  &  Co.  in 
contemporaneous  transactions,  in  view 


excessive  under  certain  circumstances.  See 
Shearson,  Hammill  S  Co.,  42  S.EC.  811,  837  (1965) 
(Commission  found  maikups  of  5.4%.  5.7%,  and  6.3% 
excessive  and  in  violation  of  the  anti-fraud  laws); 
Thill  Securities  Carp.,  42  S.EC.  89, 92-95  (1964) 
(mark-downs  as  low  as  3.9%  found  to  be 
inconsistent  with  NASD  Rules  of  Fair  Practice). 

See,  e.g.,  Barnett  v.  United  States.  319  F.2d  340, 
344  (8th  Cir.  1963).  For  Commission  rulings,  see.  e.g.. 
First  Pittsburgh  Securities  Carp.,  47  S£.C  299,  306 
(1980):  DMR  Securities.  Inc.,  47  S.E.C,  180. 182 
(1979):  Maryland  Securities  Co.,  Inc.,  40  S.E.C.  443, 
446  (1960);  Samuel  B.  Franklin  S  Co.,  38  S£.C.  908, 
910  n.4,  a^d,  Samuel  B.  Franklin  S  Co.  v.  SEC,  290 
F.2d  719  (9th  Cir.),  cert,  denied,  368  U.S.  889  (1961). 

'"47  S.EC.  1034  (1984).  The  Commission  has 
applied  the  Afsteot/ principles  in  decisions  involving 
the  debt  securities  markets.  See.  e.g..  Amicus  Brief 
of  the  Securities  and  Exchange  Commission,  Elysian 
Federal  Savings  Bank  v.  First  Interregional  Equity 
Corp.,  713  F.  Supp.  737  (D.N.J.  1989)  (No.  88-3528),  at 
15  n.20.  20  n.27.  In  an  interpretive  statement 
concerning  the  zero-coupon  securities  market,  the 
Commission  stated  that  the  best  evidence  of  the 
prevailing  market  price  would  generally  be  the 
broker-dealer's  contemporaneous  retail  purchase 
price,  adjusted  to  reflect  the  mark-down  inherent  in 
such  customer  transactions.  Securities  Exchange 
Act  Release  No.  24388  (May  5, 1987).  52  FR  15575. 
Zero-coupon  securities  are  often  a  proprietary 
product  of  a  broker-dealer,  who  is  usually  the  sole 
market  maker  in  the  interdealer  market  if  there  is 
one. 


of  the  unreliability  of  Alstead,  Dempsey 
&  Co.’s  offer  quote.*** 

However,  in  Alstead.^^ and  in  other 
decisions,*®®  the  Commission  modified 
the  contemporaneous  cost  standard  for 
certain  principal  trades  in  active  and 
competitive  markets.  A  dealer  trading  in 
such  a  market,  that  is  acting  as  a  maiicet 
maker  rather  than  effecting  a  riskless 
principal  trade,  would  be  able  to  use  its 
own  contemporaneous  interdealer  sales 
price  or  the  sales  prices  of  other  dealers, 
if  known,  in  actual  transactions  as  the 
basis  for  computing  mark-ups. '®®  In  the 
absence  of  actual,  contemporaneous 
interdealer  sales  by  the  market  maker  or 
other  dealers,  the  market  maker's  own 
lowest  offer  quote,  or  the  lowest  offer 
quote  of  other  market  makers,  may  be 
used  as  evidence  of  prevailing  market 
price  in  sale  transactions.*** However,  in 


Alstead.  at  1038.  The  NASD'*  policy  in 
determining  prevailing  market  price  in  calculating 
mark-ups  and  mark-downs  is  in  accord  with  this 
position.  The  NASD's  interpretation  of  its  mark-up 
policy,  reads,  in  relevant  part: 

Since  the  adoption  of  the  “5%  Policy”  the  Board 
has  determined  that  *  *  *  (T]he  mark-up  over  the 
prevailing  market  price  is  the  significant  spread 
from  the  point  of  view  of  fairness  of  dealings  «vith 
customers  in  principal  transactions.  In  the  absence 
of  other  bona  fide  evidence  of  the  prevailing  market, 
a  member's  own  contemporaneous  cost  is  the  best 
indication  of  the  prevailing  market  price  of  a 
security. 

Interpretatkm  of  the  Board  of  Governors,  NASD 
Manual  (CCH)  1  2154,  at  2056. 

'^Alstead.  at  1035-36. 

•“See,  e.g..  Peter  J.  Kisch.  47  S.E.C.  802. 806-809 
(1982);  General  Investing  Corp..  41  S.EC  952,  954-55 
(1964). 

Alstead,  at  1036;  See  also  LSCO  Securities, 

Inc.,  Securities  Exchange  Act  Release  Na  28994 
(March  21. 1991),  48  SEC  Doc.  767  (NASD  properly 
computed  mark-ups  in  certain  transactions  on  basis 
of  price  that  the  firm  charged  another  dealer);  Peter 
/.  Kisch,  47  S£.C.  802, 808  (1982)  (market  maker's 
own  actual  contemporaneous  sales  to  other  broker- 
dealers  should  be  used  in  computing  mark-ups); 
Gateway  Stock  and  Bond,  Inc.,  43  S.EC.  191, 194 
(1966)  (evidence  showed  that  contemporaneous 
prices  at  whkdi  NASD  member  effected  sales 
constitute  appropriate  basis  for  computing  mark¬ 
ups).  Interdealer  transactions  should  be  reasonably 
related  to  the  best  available  quotations  (/.«..  highest 
bid  and  lowest  offer)  regardless  of  whether  such 
quotations  are  the  maiket  maker's  own. 
Memorandum  of  the  Division  of  Market  Regulation 
to  the  Commission.  In  the  Matter  of  Alstead, 

Strangis  &  Dempsey  Inc.,  Administrative  Proceeding 
File  No.  3-6135  (April  8, 1963)  (hereinafter  referred 
to  as  “Division  Memorandum”),  at  21  n.  47. 

Quotations  for  NASDAQ  securities  that  are 
actively  traded,  have  narrow  spreads,  and  have 
significant  trading  independent  of  the  market  maker 
in  question  are  an  example  of  acceptable  quotations 
under  the  circumstances  set  forth  in  this  release. 
Division  Memorandum  at  23. 

However,  the  Commission  cautions  that 
quotations  may  be  employed  only  in  certain  limited 
situations.  The  Commission  stat^  in  Alstead,  in 
relevant  part: 

Where  there  is  an  active,  independent  market  for 
a  security,  and  the  reliability  of  quoted  offers  can  be 
tested  by  comparing  them  with  actual  inter-dealer 
transactions  during  the  period  in  question,  such 

Continued 
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order  to  use  an  offer  quote,  the 
reliability  of  the  market  maker’s  offer 
prices  generally  must  be  validated  over 
time  by  comparing  them  with  actual 
interdealer  transactions.  Although  such 
transactions  need  not  be 
contemporaneous,  they  would  have  to 
occur  with  some  frequency,  and 
consistently  be  ejected  at  prices  at  or 
around  the  offer  quotes.  ***  In  the 
absence  of  both  actual  interdealer  sales 
and  validated  offer  quotes,  the  market 
maker's  contemporaneous  cost  must  be 
employed  as  a  basis  for  the  mark-up 
computation.  Contemporaneous  cost  is 
based  on  the  market  maker’s  purchase 
that  is  closest  in  time  prior  to  the 
transaction.  '*• 

quotations  may  provide  a  proper  basis  for 
computing  markups.  Thus,  if  inter-dealer  sales  occur 
with  some  frequency,  and  on  the  days  when  they 
occur  they  are  consistently  effected  at  prices  at  or 
around  the  quoted  offers,  it  may  properly  be 
inferred  that  on  other  days  such  offers  provide  an 
accurate  indication  of  the  prevailing  market. 

Ahtead.  at  1036-37. 

The  Commission  traditionally  has  believed  that 
actual  transactions  are  a  more  reliable  indicator  of 
the  prevailing  market  price  than  quotations. 

Division  Memorandum  at  32.  Offer  quotes  by  OTC 
market  makers  generally  are  negotiable.  In  less 
active  markets,  market  makers  often  purchase 
securities  at  prices  higher  than  their  bid  and  sell  at 
prices  lower  than  their  offer  quotes,  which  may 
even  be  higher  than  the  best  bid  or  lower  than  the 
best  offer.  Id.  at  8.  As  the  Commission  further  stated 
in  Alstead,  “quotations  for  obscure  securities  with 
limited  interdealer  trading  activity  may  have  little 
value  as  evidence  of  the  current  market."  Alstead, 
at  1036.  The  Commission  reaffirmed  the  lack  of 
reliability  of  quotations  for  thinly  traded  securities 
most  recently  in  LSCO  Securities.  Inc..  Securities 
Exchange  Act  Release  No.  28994  (March  21, 1991). 

48  SEC  Doc.  767.  See  also  Gateway  Stock  and  Bond. 
Inc.,  43  S.E.C.  191. 193  (1966)  (“(sjince  such  offers 
were  not  generally  tested  in  the  market  place  by 
sales  by  the  member  to  dealers  or  by  other 
interdealer  sales,  they  were  not  a  reliable  guide  to 
market  price.”):  C.A.  Benson  &  Co..  Inc..  42  S.E.C. 

952,  954  (1966)  (firms  did  not  sell  a  single  share  to 
another  dealer  at  inside  offer  thus  NASD  properly 
disregarded  offering  price  in  sheets). 

'”The  Commission  generally  has  required  strong 
evidence  that  offer  quotes  accurately  reflect 
prevailing  market  price  because  of  the  lack  of 
reliability  of  quotations  in  the  OTC  market.  See. 
e.g..  Alstead.  at  1036-37;  Gateway  Stock  and  Bond. 
Inc..  43  S.E.C  191. 193  (1966):  Naftalin  &  Co..  Inc..  41 
S.E.C.  823.  826-28  (1964).  Moreover,  the  Commission 
has  long  held  that  a  broker-dealer  in  enforcement 
proceedings  has  the  burden  of  bringing  forth 
evidence  that  the  use  of  contemporaneous  cost  is 
not  appropriate  for  computing  mark-ups  or  mark- 
downs.  Sw  fames  £  Ryan.  47  S.E.C.  759,  762  (1982) 
(in  the  absence  of  countervailing  evidence,  a 
dealer's  contemporaneous  cost  is  best  evidence  of 
current  market  price).  See  also  Barnett  v.  United 
States.  319  F.2d  340.  344  (8th  Cir.  1963);  Powell  A 
Assocs..  Inc..  47  S.E.C.  746.  747  (1982)  (burden  is  on 
dealer  to  establish  that  contemporaneous  cost  is  not 
“true  market  price"):  First  Pittsburgh  Securities 
Corp..  47  S.E.C.  299,  306  (1980)  (dealer  had  burden  to 
show  costs  did  not  represent  mark-up):  Charles 
Michael  West.  47  S.EC.  39.  41^2  (1979)  (dealer  has 
burden  to  establish  that  contemporary  cost  is  not 
reliable  indicator  of  prevailing  market  price). 

'"The  Commission  believes  that  same  day 
purchases  are  the  best  indication  of 
contemporaneous  cost.  However,  the  Commission 


In  a  market  dominated  by  a  market 
maker  to  such  an  extent  that  it  controls 
wholesale  prices  for  a  security, 
market  makers  are  required  to  apply  the 
contemporaneous  cost  standard  in 
calculating  mark-ups.  Where  a  market 
maker  dominates  the  trading  market  for 
a  security,  it  may  be  free  to  control  both 
the  quotation  spreads  and  the  trading 
occurring  in  that  market.  As  a  result, 
neither  the  market  maker’s  offer 
quotations  or  interdealer  sales  may  be 
indicative  of  an  independent  prevailing 
market  price.  Accordingly,  in  those 
situations,  a  market  maker  must  use  its 
contemporaneous  purchase  price  in 
transactions  with  other  dealers  as 
evidence  of  the  prevailing  market  price 
in  calculating  mark-ups.  In  the  absence 
of  actual  interdealer  purchases,  the 
market  maker  must  use  its 
contemporaneous  purchase  price  from 
retail  customers,  adjusted  for  the  mark¬ 
down  to  such  customers.  This  mark¬ 
down  adjustment  should  not  exceed  the 
amount  generally  accepted  under  the 
NASD’s  mark-up  rule. 

recently  has  held  that,  absent  some  showing  of  a 
change  in  the  market,  contemporaneous  cost  may  be 
based  on  interdealer  purchases  for  a  period  up  to 
Five  business  days  prior  to  a  particular  transaction. 
See  LSCO  Securities.  Inc..  STCuritieB  Exchange  Act 
Release  No.  28994  (March  21. 1991),  48  SEC  Doc.  767. 
See  also  First  Pittsburgh  Securities  Corp..  47  S.E.C. 
299.  306  (1980)  (contemporaneous  cost  not  limited  to 
same-day  cost  but  prices  paid  by  dealer  should  be 
“closely  related  in  time”  to  its  retail  sales); 

Advanced  Research  Assocs..  Inc..  41  S.E.C.  579.  611- 
12  (1963)  (“substantially  contemporaneous" 
purchase  prices  are  calculated  during  period  with 
little  fluctuation  in  purchase  and  sales  prices).  In 
cases  of  multiple  purchases  during  the  day  of  sale, 
contemporaneous  cost  is  bused  on  the  purchase 
price  closest  in  time  to  the  sale.  The  average  of 
prices  during  that  day  or  any  particular  period  of 
time  cannot  be  used.  See  Century  Securities  Co.,  43 
S.E.C.  371.  378  (1967).  off  d  sub  nom.  Nees  v.  SEC, 

414  F.2d  211  (9th  Cir.  1969)  (average  cost  is  not 
appropriate  evidence  of  market  price);  Hamilton 
Bohner,  Inc.,  Securities  Exchange  Act  Release  No. 
27232  (September  9. 1989).  44  SEC  Doc.  1297 
(transactions  over  a  period  of  lime  cannot  be 
lumped  together  for  purposes  of  determining 
fairness  of  mark-downs  or  mark-ups). 

'"In  Alstead.  the  Commission  found  that 
Alstead.  Dempsey  8  Co.  dominated  the  market  in  a 
particular  security  where  it  had  been  the 
underwriter  of  that  security  on  a  “best  efforts"  basis 
and  sold  95.7%  of  the  offering  to  its  own  customers. 
Alstead.  Dempsey  &  Co.  became  a  market  maker  in 
the  security,  and  during  the  period  at  issue,  its 
transactions  with  other  dealers  and  customers 
amounted  to  more  than  297,000  shares  out  of  a  total 
volume  of  345,000  shares,  or  86%  of  the  volume. 
Alstead.  Dempsey  &  Co.  effectively  controlled  the 
supply  of  the  security  since  most  of  it  was  held  by 
the  registrant's  customers.  Only  two  other  dealers 
were  market  makers  in  the  stock,  and  their 
combined  transactions  amounted  to  only  7,750 
shares,  2.2%  of  the  total  trading  volume.  The 
Commission  consequently  used  Alstead.  Dempsey  & 
Co.'s  contemporaneous  cost  of  the  stock  in 
computing  mark-ups.  Alstead.  at  1037. 

'*'  The  Commission  wishes  to  emphasize  that 
even  when  disclosure  of  compensation  is  properly 
made  under  Rule  15g-4,  a  broker-dealer  remains 


3.  Changes  From  Proposed  Rule 

In  the  Proposing  Release,  the 
Commission  requested  comments  on  the 
proposed  rule’s  definition  of 
compensation  and  the  articulation  in 
the  Proposing  Release  of  the  appropriate 
manner  of  determining  prevailing 
market  price  in  the  penny  stock  dealer 
market.  The  comments  generally  argued 
that  the  requirement  in  the  proposed 
rule  that  dealers  use  the  Alstead 
standards  in  determining  prevailing 
market  price  was  inappropriate,  because 
these  standards  were  too  subjective  and 
technically  difficult  to  be  applied 
effectively.  Specifically,  comments 
argued  that  the  Alstead  standards 
unfairly  forced  a  market  maker  to 
choose  between  deeming  a  market 
active  and  competitive  at  the  risk  of  a 
subsequent  enforcement  action,  or  using 
contemporaneous  cost  as  the  prevailing 
market  price,  thus  disclosing 
compensation  received  by  the  market 
maker  for  the  risk  incurred  in  carrying 
an  inventory  position  in  addition  to  the 
retail  component  of  compensation.  In 
addition,  the  comments  asserted  that 
calculation  of  mark-ups  based  on 
contemporaneous  cost  would  be  difficult 
because  many  penny  stock  firms  do  not 
price  their  inventory  on  an  historical 
basis,  resulting  in  substantial 
reprogramming  costs. 

subject  to  the  general  antifraud  provisions  of  the 
federal  securities  laws. 

The  Commission  cautions  that  even  if  it  fully 
meets  the  disclosure  requirements  of  the  antifraud 
provisions  of  the  federal  securities  laws,  an  NASD 
member  that  charges  substantial  mark-ups  could 
violate  Article  111,  section  4  of  the  NASD  Rules  of 
Fair  Practice,  which  require  NASD  members  to  “buy 
or  sell  at  a  price  which  is  fair."  and  could  violate  the 
NASD's  mark-up  policy  adopted  under  that  section. 
Article  Ill,  section  4,  NASD  Manual,  Rules  of  Fair 
Practice  (CCH)  f  2154,  at  2054.  The  NASD  rules 
apply  to  virtually  all  penny  stock  broker-dealers. 
Pursuant  to  section  15(b)(8)  of  the  Exchange  Act, 
registered  broker-dealers  that  effect  securities 
transactions  must  be  members  of  a  national 
securities  association.  Currently,  the  NASD  is  the 
only  national  securities  association.  Only  registered 
broker-dealers  that  effect  securities  transactions  as 
a  member  of,  and  solely  on.  a  national  securities 
exchange,  are  not  required  to  be  NASD  members.  15 
U.S.C.  §  78o(b)(8).  See  also  Securities  Exchange  Act 
Release  No.  24368  (May  5. 1987).  52  FR  15575.  at 
15576  n.8  (rules  of  just  and  equitable  principles  of 
trade  prohibit  mark-ups  which  are  unfair  in  light  of 
all  other  relevant  circumstances,  even  if  disclosed); 
Hamilton  Bohner,  Inc.,  Securities  Exchange  Act 
Release  No.  27232  (September  9. 1989),  44  SEC  Doc. 
1297  (disclosure  to  customers  of  amount  of  broker- 
dealer's  profit  does  not  in  itself  justify  unfair 
profits). 

'"In  the  rule  as  proposed  and  in  the  Proposing 
Release,  it  was  not  clear  that  the  amount  of 
compensation  to  be  disclosed  is  the  aggregate 
amount  of  compensation  to  the  broker-dealer  in 
connection  with  a  transaction.  To  clarify  this  point, 
the  Commission  has  inserted  the  word  “aggregate" 
before  the  words  “amount  of  compensation"  in 
paragraph  (a)  of  Rule  15g-4. 
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The  Commission  has  determined  to 
continue  to  require  disclosure  of 
compensation  in  principal  trades  based 
on  the  difference  between  the  price  to 
the  customer  and  the  prevailing  market 
price,  as  determined  in  accordance  with 
the  Alstead  standards.  The  Alstead 
standards,  developed  on  the  basis  of  the 
Commission’s  long-standing  precedent 
in  matters  involving  excessive  mark-ups, 
most  accurately  reflect  the 
compensation  received  by  dealers  in 
various  types  of  market  conditions. 

On  the  basis  of  the  comments 
received  and  staff  interviews  with 
broker-dealers,  the  Commission  believes 
that  the  standards  enunciated  in  Aistead 
do  not  depart  significantly  from  actual 
industry  practice.  In  contrast  to  the 
Alstead  standards,  several  comments 
suggested  the  use  of  average  inventory 
price  as  the  basis  for  calculating 
compensation  in  dominated  and 
controlled  markets.  However,  depending 
on  the  trend  of  market  prices,  use  of 
average  inventory  pricing  would  result 
in  disclosure  of  varying  amounts  of 
compensation.  In  declining  markets,  too 
little  compensation  would  be  disclosed; 
in  rising  markets,  too  much 
compensation  would  be  disclosed. 
Furthermore,  although  it  appears  that 
many  broker-dealers  calculate  average 
inventory  cost  at  the  end  of  the  day, 
they  do  not  all  have  this  information  on 
an  intra-day  basis,  as  would  be 
necessary  to  provide  it  to  potential 
customers  before  effecting  a  transaction. 
In  contrast,  most  traders  will  know  their 
most  recent  acquisition  cost  or 
interdealer  sales  price  at  the  time  of 
disclosure  of  compensation. 

In  view  of  the  stong  Congressional 
intent  that  customers  in  the  penny  stock 
market  be  clearly  informed  of  the  often 
high  compensation  that  broker-dealers 
may  obtain  in  penny  stock  transactions, 
the  Commission  believes  that  use  of  the 
most  accurate  compensation  standard  is 
necessary,  and  that  the  Alstead 
standards  represent  the  most 
practicable  means  of  disclosing 
compensation  in  penny  stock  markets 
that  are  relatively  illiquid.'*^ For  penny 
stocks  that  have  a  more  developed 
market,  broker-dealers  should  be  able  to 
use  the  safe  harbor  described  above. 

As  an  alternative  to  using  Alstead, 
some  comments  suggested  an  objective 


In  declining  markets,  average  cost  would  be 
more  than  "contemporaneous  cost,"  the  standard 
under  Alstead  in  dominated  and  controlled  markets, 
thus  resulting  in  disclosure  of  less  compensation 
than  otherwise  would  result  under  Alstead.  In  rising 
markets,  where  average  cost  would  be  less  than 
contemporaneous  cost  under  Alstead,  a  broker- 
dealer  would  have  to  disclose  more  compensation 
than  under  Alstead. 

‘“See  Proposing  Release  at  56  FR  19184. 


standard,  such  as  a  threshold 
percentage  of  penny  stock  market¬ 
making,  for  determining  when  a  market 
is  “active  and  competitive”  and 
“dominated  and  controlled.”  Comments 
referred  to  the  quotation,  last  sale,  and 
volume  reporting  requirements  under 
section  17B  of  the  Exchange  Act,'“ 
added  by  the  Penny  Stock  Act,  as  the 
source  of  a  system  for  computing  the 
percentage  of  total  volume  of  a  penny 
stock  dealt  in  by  the  penny  stock  market 
maker.  Another  alternative  suggested  by 
comments  was  a  cap  on  compensation 
to  a  broker-dealer  effecting  a 
transaction  in  a  penny  stock. 

After  a  careful  review  of  the  comment 
letters,  the  Commission  agrees  that  a 
numerical  standard  should  be  available 
to  allow  a  market  maker  to  treat  its 
market  in  a  penny  stock  as  “active  and 
competitive”  solely  for  purposes  of 
disclosing  compensation  in  principal 
transactions  in  the  stock.  Therefore,  the 
Commission  has  adopted  a  provision 
permitting  market  makers  that  effect 
less  than  20%  of  the  transactions 
reported  on  a  Qualifying  Electronic 
Quotation  System  to  use  the  “active  and 
competitive  market”  standard  in 
calculating  the  compensation  to  be 
disclosed  under  Rule  15g-4.‘*’The 
Commission  believes  that  allowing 
these  market  makers  to  determine  the 
prevailing  market  price  based  on  the 
“active  and  competitive  market” 
standard  will  facilitate  compliance  with 
the  rule. 

As  a  result,  therefore,  once  last  sale 
reporting  begins  for  penny  stocks  quoted 
on  a  Qualifying  Electronic  Quotation 
System,  a  market  maker  in  a  penny 
stock  may  use  interdealer  sales  prices  or 
properly  validated  offer  quotations, 
rather  than  contemporaneous  cost,  as 
the  prevailing  market  price  in 
calculating  compensation,  provided  that 
the  aggregate  volume  of  transactions 
effected  by  such  market  maker  in  the 
penny  stock  in  the  five  business  days 
precedirig  such  transaction  is  less  than 
20%  of  the  aggregate  amount  of  all 
transactions  in  the  penny  stock  reported 
on  the  Qualifying  Electronic  Quotation 
System.  Specifically,  as  discussed 


•“15U.S.C.  78q-2. 

'“The  ABA  argued  for  an  exemption,  where 
investors  receive  a  prospectus  or  other  disclosure 
document  prior  to  effecting  a  transaction,  especially 
when  the  prospectus  prominently  sets  forth 
compensation  to  be  paid  to  the  broker-dealer  by  the 
issuer  or  selling  shareholder. 

'“The  Commission  emphasizes  that  it  is  using  the 
Qualifying  Electronic  Quotation  System  only  as  a 
reasonable  means  of  facilitating  compliance  by 
broker-dealers  with  the  disclosure  requirements  of 
the  Penny  Stock  Act.  A  Qualifying  Electronic 
Quotation  System  may  not  be  used  to  protect 
participants  in  the  penny  stock  market  otherwise 
engaged  in  fraudulent  activities. 


previously,  a  market  maker  would  be 
able  to  use  its  own  contemporaneous 
interdealer  sales  price  or  the  sales 
prices  of  other  dealers,  if  known,  in 
actual  transactions  as  the  basis  for 
computing  mark-ups  and  mark-downs  if, 
at  the  time  of  its  trade,  the  conditions  of 
paragraph  (d]  are  satisfied.  In  the 
absence  of  contemporaneous  interdealer 
sales  by  the  market  maker  or  other 
dealers,  the  market  maker’s  own  lowest 
offer  quote,  or  the  lowest  offer  quote  of 
other  market  makers,  validated  in 
accordance  with  the  standards  of 
Alstead,  may  be  used  as  evidence  of 
prevailing  market  price.  In  the  absence 
of  interdealer  transactions  and 
validated  offer  quotes,  a  market  maker 
would  have  to  use  contemporaneous 
cost  as  the  prevailing  market  price  even 
though  the  20%  standard  under 
paragraph  (d]  is  satisfied. 

Conunents  also  pointed  to  the 
difficulty  of  determining  the  “riskless 
principal”  status  of  a  principal 
transaction  in  some  instances. ‘“The 
Proposing  Release  had  stated  that 
determination  whether  the  purchase  or 
sale  of  penny  stock  is  an  off-setting 
riskless  principal  transaction  can  only 
be  established  on  a  case-by-case 
basis. ’“Comments  generally  were 
critical  of  the  uncertainty  that  such  a 
“facts  and  circumstances”  standard 
creates  for  dealers.’™ 

The  Commission  agrees  that  dealers 
should  have  a  more  objective  criterion 
for  determining  riskless  principal  status. 
Therefore,  for  purposes  of  Rule  15g-4. 
dealers  could  deem  a  transaction  to  be  a 
riskless  principal  transaction  only  where 
commitments  on  both  the  buy  and  the 
sell  sides  of  a  transaction  have  been 
made  at  the  time  of  the  trade  with  the 
customer.’” The  compensation 


‘"Two  comment  letters  representative  of  the 
industry  criticized  the  inclusion  of  agency  and 
riskless  principal  compensation  in  the  prior  trade 
di.sclosure  requirement  of  the  rule  as  proposed, 
because  such  information  is  already  generally 
required  under  Rule  lOb-10,  and  the  potential  for 
abuse  in  such  transactions  has  not  been 
demonstrated.  The  Commission  notes  that 
Congress,  in  enacting  the  Penny  Stock  Act,  made  no 
distinction  in  the  type  of  compensation  required  to 
be  disclosed.  The  Commission  believes  that  making 
such  an  exception  could  enable  broker-dealers  more 
easily  to  engage  in  fraudulent  activity  by 
mischaracterizing  the  capacity  in  which  they  effect 
transactions  with  customers. 

“"Proposing  Release,  56  FR  19185  n.  152. 

’’"As  an  example,  one  comment  pointed  to  the 
requirement  in  the  proposed  rule  that  at  the  time  of 
the  trade,  the  dealer  would  have  to  disclose  the 
difference  between  the  price  to  the  customer  and 
the  counterparty  price.  Thus,  the  dealer  would  have 
to  effect  the  other  side  of  the  transaction  prior  to 
agreeing  to  a  trade  with  its  customer,  thereby 
incurring  the  market  risk  on  the  other  side. 

'^'This  standard  would  be  used  in  lieu  of  the 
longer  one-day  period,  generally  used  at  present  for 

('onlmued 
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disclosure  to  the  customer  prior  to  the 
trade  would  be  based  on  the  price  of  the 
corresponding  off-setting  transaction. 

In  addition,  the  Commission 
understands  the  risk  that  would  be 
imfHised  on  market  makers  in  making 
determinations  of  riskless  principal 
status.  Maricet  makers  already  are 
excluded  from  making  such  a 
determination  under  Rule  lOb-10. 
Therefore,  in  paragraph  (c)(2)  of  Rule 
15g-4.  the  Commission  has  excluded 
market  makers'  transactions  from  the 
definition  of  riskless  principal  trades. 

F.  Rule  15g-6:  Salesperson 
Compensation 

As  noted  above,  section 
15(g)(3)(A)(iii)  requires  that  the 
Commission  adopt  rules  requiring 
brokers  and  dealers  to  disclose,  prior  to 
effecting  and  at  the  time  of  confirming 
any  transaction  in  a  penny  stock,  “the 
amount  and  a  description  of  any 
compensation  that  the  broker  or  dealer 
and  the  associated  person  thereof  will 
receive  or  has  received  in  connection 
with  such  transaction."  High  interdealer 
spreads  and  markups,  which  often  have 
been  found  to  exist  in  penny  stock 
transactions,  pro\ide  the  potential  for 
extraordinarily  high  compensation  to 
broker-dealers  and  salespersons  who 
buy  and  sell  penny  stocks.  This 
compensation  provides  a  strong 
incentive  to  recommend  the  purchase  of 
penny  stocks  to  customers.  In  enacting 
the  provision  quoted  above.  Congress 
determined  that  investors  in  penny 
stocks  should  be  informed,  on  a 
transaction-by-transaction  basis,  of  this 
financial  incentive. 

Pursuant  to  this  requirement,  the 
Commission  is  adopting  Rule  15g-5, 
which  makes  it  unlawful  for  a  broker- 
dealer  to  efiect  a  nonexempt  transaction 
in  a  penny  stock  with  a  customer  unless 
the  broker-dealer  discloses  to  the 
customer  the  aggregate  amount  of  cash 
compensation  that  certain  associated 
persons  of  the  broker-dealer  will 


confirmation  disdosure  purposes  under  Rule  lOb- 
10.  For  similar  reasons,  determination  of  riskless 
principal  status  would  be  made  on  the  same  basis 
for  Rule  15g-3,  discussed  earlier  in  this  release.  See 
section  IlLO  of  this  release. 

‘’’Rule  lOb-10  requires  broker-dealers,  other  than 
market  makers,  that  execute  riskless  principal 
trades  in  equity  securities  to  disclose  the  amount  of 
any  mark-up.  mark-do«vn.  or  similar  remuneration 
received  in  the  transaction.  See  Rule  10b- 
10(a)(8HiKA)  (market-maker  exclusion  from  markup 
disclosure  reqihreinent  in  riskless  principal  trades). 
17  CFR  240.10b-10(a)(BHiHA). 

Ihopoeing  Release.  S6  FR  19197. 

*’*  See  the  definition  in  Section  3(aK18)  of  the 
Exchdiq;e  Act  (15  U.S.C.  7Bc(a)(lft)). 


receive,  to  the  extent  that  compensation 
is  determined  at  or  prior  to  the  time  that 
the  transaction  is  efiected.  Information 
concerning  any  compensation  that  is 
paid  to  the  associated  person  by 
someone  other  than  the  broker-dealer 
must  be  separately  disclosed.  The  rule 
applies  to  any  associated  person  of  the 
broker-dealer,  other  than  a  person 
whose  functions  are  solely  clerical  or 
ministerial,  who  is  a  natural  person  and 
has  communicated  with  the  customer 
concerning  the  transaction  at  or  prior  to 
the  time  that  the  customer  orders  the 
purchase  or  sale  of  the  security. 

The  information  must  be  furnished 
orally  or  in  writing  prior  to  effecting  the 
transaction,  and  in  writing  at  or  prior  to 
sending  the  written  confirmation 
required  by  Rule  lOb-10.  In  addition, 
this  written  disclosure  must  disclose  the 
existence  of  any  contingent  payments 
related  to  the  transaction  that  are  not 
determined  at  the  time  of  the  trade.  The 
broker-dealer  is  required  to  maintain  a 
record  of  the  pre-trade  disclosure  for  the 
period  specified  in  17  CFR  240.17a-4(b). 

Rule  15g-5  as  proposed  applied  to 
each  associated  person  who 
“communicates  with  the  customer  in 
connection  with  the  transaction."  The 
Commission  stated  in  the  Proposing 
Release  that  the  rule  was  intended  to 
reach  "those  individuals  who  regularly 
solicit  or  recommend  penny  stock 
transactions,  or  otherwise  communicate 
with  customers  in  connection  with  those 
transactions  and  on  whom  customers 
are  likely  to  rely  in  making  investment 
decisions.”  Several  comments 
objected  that  the  broad  wording  of  the 
provision  would  have  unintended 
results.  In  particular,  these  comments 
indicated  that  the  rule  could  apply  to 
communications  by  branch  managers  or 
other  principals  exercising  ordinary 
supervisory  responsibilities.  On  the 
other  handL  another  comment  argued 
that  the  rule  should  apply  to  "all  persons 
who  affect  decision-making.” 

As  adopted,  the  rule  applies  to 
associated  persons  who  “communicat(ej 
with  the  customer  concerning  the 
transaction  at  or  prior  to  the  customer's 
transaction  order."  In  addition,  the 
rule  does  not  apply  to  persons  whose 
function  is  solely  clerical  or 


‘”56  FR  19188. 

"*E.g..  American  Bar  AMOcialion,  Committee  on 
Federal  Regulation  of  Securities,  Subcommittee  on 
Broker-Dealer  Matters,  and  Subcommittee  on 
Partnerships  ("ABA"). 

'’’Commonwealth  of  Virginia,  State  Corporation 
Commissioa  Division  of  Seoirities  and  Retail 
Franchising  ("Virginia"). 

'’•This  modification  is  drawn  from  a  suggestion 
by  the  ABA  in  its  comment  letter. 


ministerial.*” The  Commission  believes 
that  these  modifications  will  ensure  that 
the  rule  applies  to  sales-related 
communications.  *•* 

The  proposed  rule  would  have 
permitted  the  broker-dealer  to  disclose 
compensation  on  either  an  aggregate  or 
per  share  basis.  In  response  to  a  specific 
request  for  comment,  some  comments 
favored  requiring  disclosure  of  both 
aggregate  and  per  share  compensation 
for  each  transaction.** ‘The  final  rule 
requires  disclosure  only  of  the  aggregate 
compensation  received  by  the 
salesperson  for  the  transaction.  The 
Commission  has  determined  that  the 
form  in  which  compensation  is  shown 
should  be  consistent  among  firms  and 
that  reflecting  compensation  in 
aggregate  dollar  amount  will  be  the 
simplest  and  most  easily  understood 
form  in  which  to  present  this 
information.  *** 

The  Commission  noted  in  the 
Proposing  Release  that  in  some 
circumstances,  salespersons  may 
receive  compensation  directly  from 
issuers  or  others.  As  adopted,  the  rule 
requires  that  separate  disclosure  be 
provided  with  respect  to  any 
compensation  that  is  received  from 
sources  other  than  the  broker-dealer. 
This  change  was  endorsed  by  several 
persons  in  response  to  a  specific  request 
for  comment.*** The  Commission 


”*The  definition  of  "associated  person  of  a 
broker  or  dealer"  contained  in  section  3{a)(16}  of  the 
Exchange  Act  excludea  derical  or  ministerial 
employees  solely  for  purposes  of  section  lS(b)  of  the 
Exchange  Act.  other  than  paragraph  (8)  thereof. 

"”The  rule  does  not  contain  a  note  that  was 
contained  in  the  proposed  rule  stating  that 
compensation  would  not  be  considered  to  be 
adequately  disclosed  if  sales  agents  entered  into 
reciprocal  arrangements  pursuant  to  nvhich 
commissions  were  directed  to  persons  other  than 
customer  representatives  who  communicated  with 
the  customer  in  order  to  evade  the  rule's 
requirements.  The  Commission  believes  that  any 
such  arrangement  necessarily  would  be  misleading 
and  has  determined  that  it  is  not  necessary  to 
attempt  to  identify  in  the  rule  itself  particular 
practices  that  would  be  prohibited  under  existing 
antifraud  provisions.  See  also  section  20(b)  of  the 
Exchange  Act  (IS  U.S.C  7Bt(b}).  providing  that  any 
act  by  a  person  that  is  unlawful  under  the  Exchange 
Act  or  the  rules  adopted  thereunder  is  likewise 
unlawful  if  conducted,  directly  or  indirectly,  through 
any  other  person. 

E.g.,  North  American  Securities  Administrators 
Association  ("NASAA"). 

'•’Rule  lOb-10  (17  CFR  240.10b-10).  the 
Commission's  confirmation  rule,  generally  requires 
disclosure  of  the  “amount"  of  "remuneration" 
received  by  a  broker-dealer  in  a  transaction  for  a 
customer. 

'“56FR  1918a 

'**E.g..  Consumer  Federation  of  America  ("CF.A”). 
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believes  that  the  receipt  of 
compensation  from  sources  other  than 
the  broker-dealer  presents  a  special 
inducement  to  recommend  the  security 
that  should  be  disclosed  to  the 
customer. 

The  proposed  rule  would  have 
required  that  firms  disclose,  in  addition 
to  compensation  received  directly  in 
connection  with  the  transaction,  the 
compensation  received  by  the 
salesperson  from  transactions  in  penny 
stocks  during  the  prior  year,  if  such 
compensation  exceeded  25%  of  the 
salesperson's  total  sales-related 
compensation.  This  provision  was 
intended  to  reflect  compensation  that  is 
not  paid  in  cash  or  is  not  paid  on  a 
transactional  or  per  share  basis  and 
therefore  to  provide  more  accurate 
information  to  customers  and  prevent 
evasion  of  the  Rule’s  requirements.'*® 
For  example,  firms  may  compensate 
their  salespersons  according  to  a  “grid” 
system,  whereby  they  receive  a  base 
percentage  of  the  firm’s  transaction 
compensation  that  is  determined  at  the 
time  of  each  trade  and  also  contingent 
payments  that  are  tied  to  other  factors, 
such  as  the  sales  revenue  generated  by 
the  salesperson  during  each  month  from 
all  or  certain  specified  securities. 

The  Commission  has  determined  to 
eliminate  this  requirement  in  response 
to  a  variety  of  strong  objections. 
Commenters,  argued,  for  example,  that 
the  proposed  disclosure  would  be  of 
limited  or  no  value  to  investors,  would 
represent  signiHcant  compliance 
problems,  or  could  be  easily  misused  by 
salespersons  to  create  a  misleading 
impression.'*®  Another  comment  noted 
that  if  the  salesperson  transferred  to 
another  broker-dealer,  that  firm  would 
not  be  in  a  position  to  verify  the  amount 
of  compensation  paid  by  the  previous 
employer.'*’ Although  the  Commission 
recognizes  that,  depending  on  the 
compensation  policies  of  a  particular 
broker-dealer,  the  disclosure  of  fixed 
percentage  compensation  that  is 
determined  at  the  time  of  a  trade  may 
not  completely  disclose  the 
salesperson’s  Hnancial  interest  in  that 
transaction,  the  Commission  has 
determined  that  these  concerns  are 
outweighed  by  the  practical  compliance 
costs  and  difficulties  that  would  be 
entailed  by  requiring  more  extensive 
information  and  by  the  potential  that 
customer  confusion  or  misuse  of  the 
information  could  result. 

However,  the  Commission  recognizes 
that  “grid”  or  other  contingent 


56  FR  19188. 

Paulson  Investment  Company.  Inc. 
RAF  Financial  Corporation. 


compensation  arrangements  may 
strongly  motivate  a  salesperson’s  sales 
activities  and  recommendations.'** 
Where  the  salesperson’s  Hnancial 
interest  is  partly  attributable  to 
contingent  payments  that  will  be 
determined  after  the  transaction, 
customers  should  be  alerted  to  this  fact 
in  order  that  the  disclosure  required  by 
paragraph  (a)(1)  will  not  be  misleading. 
Accordingly,  paragraph  (c)  of  the  rule 
requires  that  in  such  circumstances  the 
confirmation  disclosure  required  by  the 
rule  must  indicate  that  contingent 
compensation  may  be  paid  to  the 
salesperson  in  connection  with  the 
transaction  and  describe  the  basis  upon 
which  such  compensation  will  be 
determined.  This  disclosure  will  serve  to 
inform  customers  who  wish  to  obtain 
more  precise  information  of  the  need  to 
inquire  of  the  broker-dealer  for  the 
information.  In  addition,  the 
Commission  wishes  to  emphasize  that 
false  or  misleading  statements 
concerning  compensation  arrangements 
may  violate  the  general  antifraud 
provisions  of  the  federal  securities  laws 
and  that  the  rule  does  not  limit  or  affect 
any  affirmative  obligation  arising  under 
those  provisions  to  disclose  in 
appropriate  circumstances 
compensation  arrangements  that  are  not 
speciHcally  covered  by  Rule  15g-5.'*® 

G.  Disclosure  Procedures  for  Rules  15g- 
3, 15g-4,  and  15g-5 

Section  15(g)(3)(A)  of  the  Exchange 
Act  requires  a  broker-dealer  effecting 
penny  stock  transactions  “to  disclose  to 
each  customer,  prior  to  effecting  any 
transaction  in,  and  at  the  time  of 
confirming  any  transaction  with  respect 
to  any  penny  stock”  certain  information 
with  respect  to  quotations,  broker-dealer 
compensation,  and  associated  person 
compensation  at  two  different  points  in 
time.'*® 

1.  Description  of  Procedures  Under  the 
Rules 

Pursuant  to  this  provision  of  the 
Penny  Stock  Act,  Rules  15g-3, 15g-4, 
and  15g-5  require  a  broker-dealer 
effecting  penny  stock  transactions  that 
are  not  exempted  under  Rule  15g-l  to 
disclose  to  its  customers  the  required 
information  at  two  different  points  in 
time.  The  initial  disclosure  must  be 
given  to  the  customer  by  the  broker- 
dealer  orally  or  in  writing,  prior  to 
effecting  any  transaction  in  a  penny 


See  Report  of  the  Special  Study  of  the 
Securities  Markets  of  the  SEC  (1963),  reprinted  in 
H.R.  Doc.  No.  96,  88th  Cong.  Ist  Sees.  Part  I  260-1. 

'“See  Proposing  Release,  56  FR  19187,  n.  176  and 
accompanying  text. 

•“15  U.S.C.  780(g)(3)(A).  See  Sections  IIl.D.  III.E. 
and  Ill.F  of  this  release. 


stock.  The  second  point  at  which 
disclosure  must  be  made  is  by  written 
confirmation  to  the  customer.  Rules  15g- 
3, 15g-4,  and  15g-5  require  broker- 
dealers  to  provide  written  disclosure  of 
the  information  required  thereunder 
prior  to  or  at  the  time  of  providing 
customers  the  confirmation  disclosure 
required  under  Rule  lOb-10  of  the 
Exchange  Act.  '*'  The  inclusion  of  the 
information  required  under  Rules  15g-3, 
15g-4,  and  15g-^  on  the  Rule  lOb-10 
confirmation,  or  together  with  such 
conHrmation,  would  comply  with  this 
requirement. 

In  addition.  Rules  15g-3, 15g-4,  and 
15g-5  require  the  broker-dealer,  at  the 
time  of  making  the  pre-trade  disclosure 
required  under  those  rules  to  make  and 
preserve,  as  part  of  its  records,  a  record 
of  such  disclosure  for  the  period 
speciHed  in  Rule  17a-4(b)  under  the 
Exchange  Act. 

2.  Changes  From  Proposed  Procedures 

The  timing  provisions  in  the  rules  as 
proposed  contained  an  exemption  from 
the  pre-trade  disclosure  requirement  of 
the  Penny  Stock  Act,  provided  that  the 
broker-dealer  satisfied  certain 
conditions  set  forth  in  the  exemption. 
Under  the  exemption,  the  broker-dealer 
would  have  been  required  to  provide  the 
required  disclosure  promptly  after 
effecting  the  securities  transaction,  if  at 
the  time  the  broker-dealer  provided  this 
information,  it  informed  the  customer 
that  the  customer  had  the  unconditional 
right  to  cancel  the  transaction  until  the 
end  of  the  following  business  day.  The 
broker-dealer  could  not  attach  any  fee 
or  penalty  to  the  customer’s  exercise  of 
the  right  of  cancellation,  or  discourage 
the  customer  from  exercising  the  right. 

In  addition,  the  proposed  rules  required 
broker-dealers  using  the  exemption  to 
inform  the  customer  in  the  written 
disclosure  at  the  time  of  the 
confirmation  that  the  customer  had  the 
right  to  cancel  the  transaction,  that  the 
broker-dealer  has  previously  informed 
the  customer  of  this  right  orally  or  in 
writing,  and  that  the  customer  had  not 
exercised  this  right. 

The  Commission  requested  comment 
on  whether  the  proposed  exemption 
offered  protection  to  customers 
equivalent  to  pre-trade  disclosure,  and 
whether  it  would  assist  broker-dealers 
in  satisfying  their  requirements  under 
the  rules.  The  Commission  also 
requested  comment  whether  allowing 
broker-dealers  to  provide  the  required 
information  orally  in  the  pre-trade 


17  CFR  240.1 Ob-10.  The  confirmation  must  be 
provided  “at  or  before  completion”  of  the 
transaction.  See  17  CFR  240.10b-10(a). 
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disclosure  or  under  the  exemption 
would  provide  adequate  protection  to 
customers. 

Comments  from  both  consumer 
organizations  and  the  securities  industry 
heavily  criticized  the  provision 
exempting  broker-dealers  from  the  pre¬ 
trade  requirement  Consumer  groups 
believed  that  the  exemption  would 
greaUy  diminish  the  value  of  the 
disclosures  to  investors  in  penny  stock. 
Comments  from  the  securities  industry 
focused  on  the  procedural  difficulties 
that  would  arise  in  complying  with  the 
requirements  of  the  exemption.  *“ 
Comments  also  were  critical  of 
providing  broker-dealers  with  the  option 
of  oral,  as  opposed  to  written, 
disclosure,  in  either  the  pre-trade 
statement  or  the  post-trade  statement 
that  would  begin  the  customer’s 
cancellation  period  under  the 
exemption. 

The  Commission  agrees  that  the 
exemptive  provision,  with  the  right  of 
cancellation,  could  prove  to  be  difncult 
in  application,  and  therefore  has 
eliminated  it  &om  Rules  15g-3  through 
15g-5  as  adopted.  The  Commission  had 
proposed  the  exemption  principally  to 
reduce  the  burden  that  it  believed  pre¬ 
trade  disclosure  would  have  imposed  on 
Firms  actively  engaged  in  the  penny 
stock  market.  In  reviewing  written 
comments  submitted  to  the  Commission, 
and  on  the  basis  of  staff  discussions 
with  broker-dealers,  the  Commission 
has  concluded  that  pre-trade  disclosure 
is  feasible  for  broker-dealers  because 
the  required  information  is  known  by 
the  firm’s  trading  department,  and  thus 
is  generally  ascertainable  by 
salespersons  before  a  trade  occurs. 

Moreover,  the  Commission  believes 
that  the  customer  cancellation  provision 
either  could  be  the  subject  of  broker- 
dealer  abuse,  or  would  be  only 

For  example,  one  comment  raised  the  issue 
whether  the  exemptive  provision  required  the  post- 
trade  svritten  confirmation  to  state  that  the 
customer  had  not  in  fact  exercised  its  right  of 
cancellation  due  to  expiration  of  the  cancellation 
period,  or  that  the  customer  had  waived  such  right 
If  the  former,  the  broker-dealer  would  have  to  wait 
until  the  end  of  the  cancellation  period  to  send  the 
disclosura.  which,  if  included  in  the  confirmation 
pursuant  to  Rule  lOb-10.  could  run  afoul  of  the 
requirements  of  Regulation  T  under  the  Exchange 
Act  See  17  CFR  220.18. 

Another  comment  argued  that  the  right  of 
cancellation  would  make  compliance  with  Rules 
15cS-l  and  lSc3-3  difficult  See  17  CFR  2«).lSc3-l. 
240.1SC3-3. 

'**  Comments  from  both  consumer  groups  and  the 
securities  industry  said  that  permitting  oral 
disclosure  would  raise  difficult  evidentiary 
problems  and  that  customers  should  have  a  record 
of  the  disclosure.  One  counsel  for  a  broker-dealer 
argued  that  as  a  legal  matter,  written  disclosure 
would  be  required,  such  as  notice  to  a  customer 
through  exp^ted  mail  delivery,  but  that  such  a 
procedure  would  be  costly. 


infrequently  used.  On  the  one  hand, 
some  firms  might  rely  on  the  exemption 
in  order  to  avoid  providing  customers 
the  required  information.  For  example, 
the  complexity  of  the  exemptive 
provision  could  provide  an  opportunity 
for  confusing  customers.  On  the  other 
hand,  most  broker-dealers  would 
probably  not  regularly  use  the 
exemption  because  of  the  risks  from  the 
customer  cancellation  option. 

In  response  to  the  comments’ 
generally  critical  view  of  oral,  as 
opposed  to  written,  pre-trade  disclosure, 
the  Commission  has  decided  that  such 
disclosure  still  may  be  given  orally,  but 
that  the  broker-dealer  must  make  and 
preserve,  as  part  of  its  records,  a  record 
of  the  facts  and  contents  of  the 
disclosure  for  the  period  specified  in 
Rule  17a-4(b).'**'niis  would  create  an 
evidentiary  record  on  behalf  of  both  the 
broker-dealer  and  its  customer,  and,  in 
addition,  would  facilitate  the 
Commission’s  efforts,  by  inspection,  to 
monitor  compliance  with  the  pre-trade 
disclosure  requirement  of  Rules  15g-3, 
15g-4,  and  15g-5. 

H.  Rule  15g-6:  Monthly  Account 
Statements 

Section  15(g](3](B)  of  the  Exchange 
Act  requires  the  Commission  to  adopt  a 
rule  to 

Require  brokers  and  dealers  to  provide,  to 
each  customer  whose  account  with  the 
broker  or  dealer  contains  penny  stocks,  a 
monthly  statement  indicating  the  market 
value  of  the  penny  stocks  in  that  account  or 
indicating  that  the  market  value  of  such  stock 
cannot  be  determined  because  of  the 
unavailability  of  firm  quotes  *  *  *. 

Rule  15g-6  requires  a  broker  or  dealer 
holding  in  a  customer’s  account  a  penny 
stock,  which  was  sold  by  the  broker- 
dealer  to  the  customer  in  a  nonexempt 
transaction,  to  provide  a  monthly 
account  statement  containing  specified 
information  with  respect  to  each  penny 
stock  held  in  the  customer’s  account. 

The  statement  must  be  given  or  sent 
within  ten  days  following  the  end  of  the 
month.  Because  the  rule  applies  also  to 
successors,  any  firm  that  acquires  the 
business  of  a  broker-dealer  that  has  sold 
a  penny  stock  to  a  customer  will  remain 
obligated  to  provide  the  monthly 
statements,  unless  the  successor  is 
separately  exempted  under  Rule  15g-l. 
Rule  15g-6  and  the  statutory  provision 
quoted  above  are  intended  to  deter 
fraud  and  expand  the  availability  to 
investors  of  information  concerning  the 

'**Th«  SIA  stated  that  customera  should  not  be 
given  a  right  of  cancellation  because  a  price  decline 
in  a  penny  stock  would  induce  a  high  rate  of 
cancellation. 

'*17  CFR  240.17a-4(b). 


current  market  value  of  penny  stock 
holdings.  **• 

The  account  statement  requirement  is 
triggered  by  purchase  transactions  for  a 
customer  by  a  broker-dealer  acting  in 
either  an  agency  or  a  principal  capacity, 
unless  the  transaction  is  exempt  under 
Rule  15g-l,  Because  Rule  15g-l  exempts 
transactions  between  broker-dealers,  for 
example,  the  account  statement 
requirement  would  not  arise  from  solely 
interdealer  transactions. 

The  rule  applies  to  firms  that  sell 
penny  stocks  directly  to  their  customers, 
rather  than  to  broker-dealers  that 
provide  clearing  services  only  in 
connection  with  penny  stock 
transactions.  Inti^ucing  firms  may 
delegate  their  responsibility  to  provide 
the  statements  required  by  the  rule  to 
another  broker-dealer  with  whom  they 
have  clearing  arrangements,  but  in  each 
case  the  introducing  firm  remains 
responsible  for  the  fulfillment  of  the 
obligation. 

The  determination  of  whether  a 
security  is  a  penny  stock  for  purposes  of 
the  rule  is  made  on  the  last  trading  day 
of  each  monthly  period.  Paragraph  (a)  of 
the  rule  as  adopted  has  been  reworded 
to  clarify  this  point.  Paragraph  (c)  of  the 
rule  provides  that  the  price  of  a  security 
on  a  particular  trading  day  for  purposes 
of  the  rule  is  made  at  the  close  of 
business  and  in  accordance  with  Rule 
3a51-l(d).  ‘®*  Accordingly,  a  monthly 
statement  would  not  be  required  for  a 
security  if  the  price  of  the  security, 
based  on  the  pricing  provisions  of  Rule 
3a51-l(d)(l),  at  the  close  of  business  on 
the  last  trading  day  of  the  month,  is  at 
least  five  dollars.*®® 

'“Proposing  Release.  56  FR  19191. 

'“The  effect  of  the  exemptions  provided  by  Rule 
lSg-1  on  the  account  statement  requirement  haa 
been  clarified  by  excluding,  in  paragraph  (a)  of  Rule 
15g-6.  transactions  that  are  exempt  under  Rule  ISg- 
1  fi-om  the  customer  sale  transactions  that  give  rise 
to  the  account  statement  requirement 

'"Proposing  Release.  56  FR  19190. 

'"Under  Rule  3a51-l(dHlHfi).  a  security  is  priced, 
other  than  in  connection  with  a  particular 
transaction,  based  on  inside  bid  quotations  on 
specified  automated  quotation  systems  or  bid 
quotations  on  other  interdealer  quotation  systems. 
Accordingly,  if  there  Is  an  inside  bid  quotation  for 
the  security  at  the  close  of  business  on  the  last 
trading  day  of  the  month,  the  price  of  the  security 
on  that  day  would  be  based  on  that  quotation.  In 
the  absence  of  an  inside  bid  quotation,  the  price 
would  be  based  on  at  least  three  published 
interdealer  bid  quotations  on  the  last  trading  day.  In 
the  absence  of  either  an  inaide  bid  quotation  or  at 
least  three  interdealer  bid  quotations,  the  security 
%vould  be  deemed  not  to  have  a  price  of  at  least  five 
dollars  per  share  on  that  day.  See  section  IU.A.3d>. 

*"These  provisions  determine  whether  a  broker- 
dealer  must  provide  the  market  value  information 
required  by  Rule  lSg-6  concerning  a  particular 
security  with  respect  to  a  particular  month. 

Although  market  value  information  is  not  being 

Continued 
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In  response  to  a  request  for  comment, 
the  ABA  suggested  that  ten  days  was  an 
appropriate  period  within  which  to 
compile  and  deliver  the  statements.  In 
addition,  several  broker-dealers  that 
now  provide  account  statements  to 
some  or  all  of  their  customers  indicated 
informally  to  the  staff  that  these 
statements  are  provided  within  this  ten- 
day  period. 

Under  paragraph  (b)  of  the  rule, 
broker-dealers  are  granted  exemptions 
under  two  di^erent  circumstances. 

These  exemptions  exist  in  addition  to 
the  more  comprehensive  exemptions 
contained  in  Rule  15g-l.*®‘  First,  under 
paragraph  (b)(1),  if  a  broker-dealer  does 
not  effect  any  transactions  in  penny 
stocks  for  or  with  the  account  of  the 
customer  for  a  period  of  six  consecutive 
months,  then  following  that  period,  the 
broker-dealer  would  not  be  required  to 
provide  monthly  statements  for  each 
consecutive  quarterly  period  in  which 
it  effects  no  penny  stock  transactions  for 
the  customer.  Instead,  the  broker-dealer 
would  provide  statements  on  a  quarterly 
basis,  within  ten  days  following  the 
quarter-end,  for  each  quarterly  period  to 
which  the  statement  relates.  In  other 
words,  paragraph  (b)(1)  provides  that  if 
there  has  not  been  any  penny  stock 
activity  in  a  customer’s  account  for  a 
period  of  six  months,  the  broker  dealer 
thereafter  may  send  statements  on  a 
quarterly  rather  than  monthly  basis  for 
so  long  as  no  further  penny  stock 
transactions  for  the  customer  are 
effected.®®* 

In  addition,  paragraph  (b)(2)  provides 
an  exemption  to  account  for  temporary 
price  fluctuations.  It  permits  a  broker- 
dealer  to  omit  sending  monthly 
statements  with  respect  to  a  security 
that  has  a  price  of  Hve  dollars  or  more 
on  ail  but  five  or  fewer  trading  days  of 
any  quarterly  period.  In  such 
circumstances,  the  broker-dealer  is  not 
required  to  send  monthly  statements 
with  respect  to  that  security  for  the 
following  quarter  and  each  subsequent 
quarter,  for  so  long  as  the  security 
continues  to  achieve  the  Hve  dollar  price 
threshold  on  the  last  trading  day  of  each 
such  quarter.  Pursuant  to  paragraph  (c), 


required  for  other  securities  excluded  or  exempted 
from  Rule  15g-6,  the  Commission  believes  that  such 
securities  should  be  included  on  the  periodic 
statement,  even  absent  market  value  disclosure. 
Indeed,  when  a  firm  provides  periodic  account 
statements,  pursuant  to  die  rule  or  otherwise,  the 
Commission  beUeves  that  it  could  be  misleading  fw 
the  firm  to  fail  to  list  all  of  the  securities  that  are 
held  in  the  customer’s  account 
*><  See  secti(Hi  ULB,  supra. 

”*The  term  “quarterly  period”  is  defined  in 
paragraph  (0(1)  of  the  rule  as  any  period  of  three 
consecutive  full  calendar  months. 

***860  the  example  in  the  Proposing  Release,  S8 
FR  at  19190. 


each  price  determination  is  made  at  the 
close  of  business  on  each  relevant 
trading  day  in  accordance  with  Rule 
3a51-l(d),  as  discussed  above. 

This  exemption  may  be  illustrated  by 
the  following  example  relating  to  a 
broker-dealer  holding  in  a  customer’s 
account  a  penny  stock  that  the  broker- 
dealer  sold  to  the  customer  in  a 
nonexempt  transaction.  If  the  security  is 
priced  at  or  above  five  dollars  per  share 
on  all  but  five  trading  days  of  the 
quarter  fitim  January  through  March 
1993,  the  broker-dealer  is  not  required  to 
send  monthly  statements  during  the 
April-June  quarter.  However,  if  the 
security  is  priced  below  five  dollars  per 
share  on  June  30, 1993,  which  is  the  last 
trading  day  of  that  quarter,  the 
exemption  will  no  longer  be  available, 
and  the  broker-dealer’s  obligation  to 
provide  monthly  statements  will  resume, 
beginning  with  July  1993. 

This  last  exemption  was  not 
contained  in  the  proposed  rule.  ®®^  The 
exemption  has  been  added  largely  in 
response  to  comments  relating  to 
compliance  burdens  associated  with  the 
movement  of  stocks  in  and  out  of  the 
penny  stock  definition  based  on  price 
within  short  periods  of  time.  Where  a 
penny  stock  consistently  has  traded 
above  the  five  dollar  floor  over  a  three- 
month  period,  the  Commission  believes 
that  there  is  less  need  for  customers  to 
be  informed  of  price  changes  in  the 
security  on  an  ongoing  basis  and  less 
justification  for  subjecting  broker- 
dealers  to  the  responsibility  of  providing 
monthly  statements.  In  such 
circumstances,  for  purposes  of  tracking 
their  responsibility  to  provide  monthly 
statements,  broker-dealers  will  need  to 
monitor  the  price  of  the  security  on  the 
final  trading  day  of  each  succeeding 
quarter.  Accordingly,  subsequent  price 
declines  in  the  security  may  give  rise  to 
a  renewed  monthly  statement 
obligation. 

Under  paragraph  (d),  each  statement 
must  disclose  (i)  the  identity  and 
number  of  shares  of  each  peimy  stock 
for  which  the  statement  is  required  and 
(ii)  the  estimated  market  value  of  each 
of  these  securities,  based  on  prescribed 
methods  of  calculation.  As  proposed,  the 
rule  would  have  required  disclosure  of 
the  dates  of  purchase  and  purchase 
prices  paid  by  the  customer,  inclusive  of 
commissions  or  commission  equivalents. 
In  response  to  a  specific  request  for 
comment,  several  comments  supported 


***The  exemption  contained  in  paragr<<ph  (b)(1) 
was  incorporated  in  the  proposed  rule  as  paragraph 
(a)(1).  The  proposed  exemption  hom  Rule  lSg-6  for 
securities  of  issuers  with  specified  net  tangible 
assets  is  not  necessary  because  these  securities  are 
now  excluded  from  the  penny  stock  definition. 


requiring  disclosure  of  both  the  amount 
paid,  including  mark-ups  or 
commissions,  as  well  as  separate 
disclosure  of  such  amounts.  However, 
the  ABA  stated  that  this  requirement 
would  duplicate  information  already 
contained  on  customer  confirmations  ®®® 
and  that  technical  difficulties  would 
arise  when  shares  were.purchased  in  a 
series  of  transactions  or  were 
transferred  from  other  firms  and 
commingled  with  shares  purchased  by 
the  broker-dealer  for  the  customer.  As 
adopted.  Rule  15g-6  does  not  require 
disclosure  of  historical  purchase  price 
information.  This  change  will  serve  to 
simplify  the  information  requirements 
without  significantly  compromising  the 
information  needs  of  customers, 
particularly  in  vjew  of  the  fact  that  they 
can  independently  preserve  this 
information.  Moreover,  the  Commission 
understands  that  most  firms  that 
currently  provide  account  statements  do 
not  provide  this  historical  profile. 

The  calculation  of  estimated  market 
value  is  predicated  on  the  availability  of 
one  of  two  different  types  of  price 
information.  First,  if  there  is  an  inside 
bid  quotation  for  the  security  on  a 
Qualifying  Electronic  Quotation  System, 
such  as  the  Bulletin  Board,  on  the  last 
trading  day  of  the  statement  period,  the 
estimated  maricet  value  is  equal  to  the 
highest  inside  bid  quotation  on  such 
date,  multiplied  by  the  number  of  shares 
or  units  of  the  security  in  the  account. 
Under  paragraph  (g)(2),  in  order  for  an 
"inside  bid  quotation’’  for  a  seciuity  to 
exist,  at  least  two  market  makers  in  the 
security  must  be  contemporaneously 
displaying,  on  a  Qualifying  Electronic 
Quotation  System,  bid  and  ofier 
quotations  for  the  security  at  specified 
prices.  Where  these  conditions  exist,  the 
inside  bid  quotation  is  the  highest  bid 
quotation  displayed  on  the  system  by  a 
market  maker.  This  use  of  inside  bid 
quotations  to  calculate  market  value  is 
consistent  with  the  pricing  provisions  of 
Rule  3a51-l.  *** 

Where  the  characterization  of  a 
security  as  a  penny  stock  or  the 
availability  of  an  exemption  from  the 
rule’s  requirements  depends  on  the 
pricing  provisions  of  the  rule  and  Rule 
3a51-l,  which  require  the  existence  of 
sufficient  interdealer  bid  quotations,  the 
Rules  require  that  these  quotations  be 
bona  fide  and  not  made  for  purposes  of 
evading  compliance  with  the  Rules.®®® 
Circumstances  may  indicate  that  this  is 
not  the  case.  For  example,  if  a  broker- 
dealer  that  otherwise  would  be  required 


•“See  17  CFR  240.10b-ia 
•“See  tection  I1I.AJ. 

•“See  discussion  at  section  III.AJ.b. 
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to  send  account  statements  relating  to  a 
security,  or  an  a^iliate,  entered  or 
published  bid  quotations  for  the  security 
only  at  the  end  of  monthly  or  quarterly 
periods,  or  if.  on  a  recurring  basis,  its 
end-of-period  quotations  were 
substantially  higher  than  the  quotations 
of  other  dealers  or  its  own  quotations 
made  at  other  times,  the  Commission 
believes  that  such'circumstances  would 
create  a  strong  inference  that  the 
quotations  were  not  bona  fide. 

If  there  is  no  inside  bid  quotation  for 
the  security  on  the  last  day  of  the 
statement  period,  under  paragraph 

(d) (2)(ii).  the  estimated  value  is  equal  to 
the  weighted  average  price  per  share 
paid  by  the  broker-dealer  furnishing  the 
statement  in  all  Qualifying  Purchases 
made  during  the  last  five  trading  days  of 
the  statement  period,  if  the  broker- 
dealer  has  made  at  least  ten  Qualifying 
Purchases  during  that  five  day  period. 
The  term  Qualifying  Purchases  is 
defined  by  paragraph  (g)(4]  to  mean 
bona  fide  purchases,  each  of  which 
involves  at  least  100  shares,  by  the 
broker-dealer  for  its  own  account. 

Block  purchases  involving  more  than 
1%  of  the  outstanding  shares  or  imits  are 
excluded  from  the  definition  of 
Qualifying  Purchases.  The  proposed  rule 
would  have  excluded  only  those  block 
purchases  exceeding  5%  of  the 
outstanding  shares.  The  Commission 
has  determined  that  the  1%  exclusion 
will  more  appropriately  realize  the 
purpose  of  avoiding,  in  calculating 
market  value,  the  distorting  effect  of 
transactions  of  inordinate  size  on 
price.  *®* 

If  an  estimated  market  value  cannot 
be  provided  for  a  statement  period 
because  of  the  absence  of  an  inside  bid 
quotation  or  Qualifying  Purchases,  the 
statement  must  show  that  there  is  “no 
estimated  market  value”  for  the  security. 
The  absence  of  an  estimated  market 
value  would  be  explained  in  the 
prescribed  legend  required  by  paragraph 

(e) . 

The  proposed  rule  would  have 
required  the  calculation  of  market  value 
based  on  Qualifying  Purchases,  or  if  this 
information  were  not  available,  based 
on  at  least  three  Qualifying  Bids  during 
the  last  five  days  of  the  statement 
period.  Qualifying  Bids  were  defined  as 
bona  fide,  interdealer  bid  quotations 
entered  in  an  interdealer  quotation 
system  by  market  makers  acting 
independently  of  each  other  and  the 
broker-dealer  furnishing  the  statement. 


•"•Compare  paragraph  (a)(14)  of  Rule  lOb-18 
under  the  Exchange  hix.  defining  the  term  “block" 
for  purposes  of  that  rule's  restrictions  on  issuer 
repurchases. 


The  Commission  solicited  comment 
on  the  costs  that  would  be  entailed  in 
calculating  market  value  and  providing 
the  account  statements  generally.  Some 
comments  criticized  the  cost  of 
presenting  a  market  value  according  to 
the  proposed  formulation,  particularly  in 
light  of  the  fact  that  it  would  require 
calculations  based  on  information  that 
would  not  be  available  electronically 
and  so  would  hinder  the  use  of 
computer-generated  statements.  These 
comments  suggested  that  this  factor 
would  cause  broker-dealers  to  depart 
from  current  practice  in  providing 
account  statements,  which  usually  are 
generated  by  “computer  feed"  pursuant 
to  an  arrangement  with  a  proprietary 
pricing  service. 

As  described  above,  paragraph  fd) 
permits  firms  to  provide  account 
statement  information  based  on 
automated  quotation  information  to  the 
extent  that  it  is  available.*®* The 
Commission  believes  that  this  provision 
will  simplify  the  burden  and  lessen  the 
costs  of  complying  with  Rule  15g-6  and 
will  further  encourage  the  use  of 
automated  quotation  systems  for  penny 
stocks,  which  may  permit  more  effective 
surveillance  of  market  activities  by 
broker-dealers.  In  addition,  the  Penny 
Stock  Act  and  section  17B  of  the 
Exchange  Act  *‘®  reflect  a  clear  policy  in 
favor  of  the  development  of  such 
systems.  *“ 

Where  these  quotations  are  not 
available,  the  calculation  of  market 
value  based  on  the  firm's  own 
Qualifying  Purchases  will  permit  the 
pricing  of  these  securities  based  on 
information  that  is  readily  available  to 
the  broker-dealer.  Further,  in  the 
absence  of  reliable  current  quotations, 
the  prices  of  recent  purchases  by  the 
broker-dealer  furnishing  the  statement 
may  provide  a  more  reliable  indicator  of 
value  to  the  investor  than  published 
quotation  sheets,  which  are  not  binding 
and  may  reflect  only  indications  of 
interest.*** 

Paragraph  (e)  requires  that  each 
account  statement  contain  a  legend 
containing  prescribed  language.  In 
general,  the  legend  states  that;  (i)  Any 
estimated  values  contained  in  the 
statement  are  based  on  limited  trades  or 
quotes  and  that  the  customer  may  not  be 
able  to  dispose  of  the  securities  at  a 
price  equal  or  near  to  the  value 
indicated;  (ii)  the  broker-dealer 


•""The  NASD  suggested  that  estimated  maritet 
value  be  based  on  the  inside  bid  quotation  on  the 
Bulletin  Board  or  in  the  absence  thereof,  the  highest 
of  three  bid  quotations  obtained  from  other  dealers 
at  the  end  of  each  month. 

»‘®15  US.C.  78q-2. 

•*'  House  Report  31-33. 

•'•See  Proposing  Release.  56  FR  19191. 


furnishing  the  statement  may  not  refuse 
to  accept  the  customer's  order  to  sell  the 
securities;  (iii)  the  amount  received  by  a 
customer  pursuant  to  a  sale  generally 
will  be  reduced  by  the  amount  of 
commissions  or  similar  charges;  and  (iv) 
if  an  estimated  value  is  not  provided  for 
a  particular  security,  such  value  could 
not  be  determined  because  of  a  lack  of 
information.  The  legend  is  intended  to 
provide  perspective  to  investors  who 
receive  these  statements  and  to  explain 
the  information  contained  in  the 
statements. 

Commenters  generally  supported  the 
inclusion  of  a  legend,  although  several 
suggested  modifications.  The  prescribed 
legend  has  been  modiHed  in  response  to 
suggestions  that  it  be  more  concise  and 
readily  understandable  to 
unsophisticated  investors.  The  ABA  and 
Shearson  Lehman  Brothers  also 
suggested  that  the  legend  should  be 
permitted  to  be  contained  on  the  back  of 
account  statements.  The  Commission 
notes  that  the  rule  does  not  prescribe 
the  placement  of  the  legend  within  the 
account  statement  but  does  require  that 
it  be  “conspicuous."  In  order  to  be 
considered  conspicuous,  the  legend 
should  contain  large  or  otherwise 
distinguishable  type  that  serves  to  set  it 
apart  from  the  oAer  information 
contained  in  the  statement.*** 

Paragraph  (f)  of  the  Rule  15g-6 
requires  broker-dealers  furnishing 
account  statements  to  maintain  copies 
of  the  account  statements  required  by 
paragraph  (a)  of  the  rule  and  to  keep 
such  records  for  the  periods  specified  in 
17  CFR  240.17a-4(b). 

/.  Proposed  Rule  15g-7;  Sole  Market 
Maker  Status 

Proposed  Rule  15g-7  would  have 
required  that,  where  a  broker-dealer,  or 
an  affiliate,  is  a  sole  market  maker  with 
respect  to  a  penny  stock,  the  broker- 
dealer  must  disclose  this  fact  to  its 
customer  and  the  broker-dealer  or  its 
affiliate's  influence  over  the  market  for 
the  security,  prior  to  ejecting  any 
transaction  in  the  security  for  the 
customer's  account  and  in  writing  at  or 
prior  to  the  sending  of  the  trade 
confirmation.  In  addition,  proposed  Rule 
15g-7  also  would  have  expressly 
prohibited  certain  representations  by  a 
market  maker  of  a  penny  stock  or  an 
affiliate  that  effects  a  transaction  in  the 
security  with  a  customer  that  the 
transaction  is  being  effected  “at  the 
market”  or  a  price  related  to  the  market 
price,  unless  the  broker-dealer  had 
reasonable  grounds  to  believe  that  an 


•'•See  Proposing  Release.  56  FR  19192.  n.  194  and 
accompanying  text. 
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independent  market  for  the  Beciurity 
existed.  These  provisions  were  not 
mandated  by  the  Penny  Stock  Act  but 
were  proposed  under  the  general 
rulemaking  authority  granted  by  section 
15(g)(5)  of  the  Exchange  Act 

Rule  15g-7  was  proposi^  as  a  means 
of  addressing  the  special  problems 
associated  with  the  control  of  the 
market  for  a  penny  stock  by  a  single 
firm.  In  proposing  the  rule,  the 
Commission  recognized  the  nexus 
between  the  existence  of  a  sole  market 
maker  and  many  of  the  worst  abuses 
identified  by  Congress  in  its 
consideration  of  the  Penny  Stock  Act*** 

A  majority  of  the  comments  that 
speciflcaliy  addressed  proposed  Rule 
15g-7  were  generally  supportive.*** 

O^er  comments  expressed  concern  that 
compliance  would  be  difficult  because 
firms  may  move  in  or  out  of  market 
maker  status  with  respect  to  particular 
issues  on  an  intermittent  basis  and  that 
the  rule  would  discourage  firms  from 
becoming  sole  market  makers  for  thinly- 
traded  issues.*** 

Although  the  Commission  continues  to 
believe  that  the  requirements  of  the 
proposed  rule  may  be  useful,  in  light  of 
the  substantial  other  requirements 
imposed  by  the  Rules  that  are  mandated 
by  the  Penny  Stodc  Act,  the  Commission 
has  determined  to  defer  action  on 
proposed  Rule  15g-7  until  expierience 
has  been  gained  with  those  Rules. 
However,  the  Commission  wishes  to 
emphasize  that  manipulative  trading  by 
sole  market  makers  or  others  is  violative 
of  existing  general  antifiraud  provisions, 
that  representations  by  broker-dealers 
to  their  customers  relating  to  market 
price  may  run  afoul  of  these  provisions 
where  no  independent  market  exists, 
and  that  these  provisions  may  require 
that  a  dealer  acting  as  a  sole  market 
maker  disclose  its  status  to  customers  in 
particular  circumstances.*** 


»“15U.S.C.78o(gH5). 

’“See  Proposing  Release.  56  FR 1919S-191M. 

*'*The  NASD  suggested  requiring  dUadosure,  in 
addition  to  the  matters  covered  by  the  proposed 
rule,  of  the  risks  that  would  result  if  the  market 
maker  terminated  its  market  making  activities  and 
the  general  invalidity  of  "at  the  market 
representations"  by  firms  that  control  the  mariiet. 

In  addition.  IDS  Financial  Services,  whidi  is  a 
member  of  a  large  corporate  family  of  affiliated 
companies,  indicated  that  the  proposed  rule  would 
pose  compliance  diffictilties  for  large  finandal 
services  companies  with  many  aHiliations  and  that 
procedures  would  need  to  be  developed  to 
determine  if  any  affiliate  was  a  sole  market  maker 
for  any  penny  stock.  Smith  New  Court  a  market 
maker  for  securities  of  certain  foreign  issuers  and 
i  American  Depositary  Receipts,  indicted  that  it 

frequently  is  unaware  if  thm  are  other  maricet 
makers  for  a  particular  security  and  that  in  any 
event  it  does  not  exerdse  substantial  control  over 
the  market  for  these  securities. 

*'*It  is  well  estabUshed  that  broker-dealers  may 
be  liable  under  the  anti&aud  provisions  for  failure 


/.  RuJe  15c2-6 

As  discussed  previously.  Rule  15c2-€ 
was  designed  to  address  high  pressure 
sales  of  low-priced  securities  to  new 
customers.  The  rule  requires  that  broker- 
dealers  selling  '^designated  securities”  to 
new  customers  obtain  financial 
information  from  the  customer,  make  a 
written  suitability  determination 
concerning  the  customer's  purchase  of 
designated  securities,  obtain  the 
customer's  signature  on  this  statement, 
and  obtain  the  customer's  written 
agreement  to  the  trade,  before  the  trade 
is  effected. 

Although  the  definition  of  designated 
security  is  similar  in  scope  to  the 
definition  of  penny  stock  in  the  Rules, 
there  are  certain  differences  in  these 
definitions.  To  avoid  any  unnecessary 
burden  on  those  broker-dealers  that 
must  comply  with  both  sets  of  rules  in 
the  low-priced  securities  market,  the 
Commission  intends  to  propose 
amendments,  as  needed,  to  conform  the 
definition  of  designated  security  in  Rule 
15c2-€  to  the  definition  of  penny  stock 
in  Rule  3a51-l. 

rv.  Concluskm 

The  Commission  is  adopting  the  Rules 
in  order  to  implement  provisions  of  the 
Penny  Stock  Act  and  to  limit  fraud  in  the 
penny  stock  market.  The  Commission 
solicits  comment  on  the  effectiveness  of 
the  Rules,  taken  together,  and  the 
effectiveness  of  particular  Rules  in 
preventing  fraudulent  sales  practices, 
the  appropriateness  of  the  various 
exemptions  and  exclusions  from  the 
penny  stock  definition  contained  in  the 
Rules,  and  the  effect  of  the  Rules  on  the 
capital-raising  ability  of  viable  small 
issuers.  The  Commission  is  particularly 
interested  in  the  views  of  commenters 
with  respect  to  these  matters  based  on 
practical  experience  following  the 
effective  date. 

In  particular,  with  respect  to  Rule  15g- 
2,  the  Commission  requests  comment  on 
whether  the  risk  disclosure  document 
should  be  required  to  be  executed  and 
returned  by  the  customer,  prior  to  the 
customer's  first  transaction  in  a  penny 
stock  with  the  broker-dealer,  in  order  to 
evidence  compliance  with  the  nile.  The 
Commission  requests  comment  on 
whether  this  provision  would  further  the 
purposes  of  the  rule  without  imposing  an 
additional  unnecessary  compliance 
burden. 

Pursuant  to  section  4(c)  of  the 
Administrative  Procedure  Act 


to  disdoM  to  customers  their  status  os  market 
makers.  See  Chasine  v.  Smith  Barney  &  Co,  Inc., 
438  F.2d  1167  (2d  Cir.  1970)  and  Proposing  Release. 
66  FR  19194,  n.  202  and  accompanying  text. 


C'APA'*),***  publication  of  Rules  3a51-l 
and  15g-l  may  not  be  made  less  than 
thirty  days  before  their  effective  date, 
absent  good  cause.  Certain  provisions  of 
the  Penny  Stock  Reform  Act  become 
effective  on  April  15, 1992.  In  order  to 
provide  exemptive  relief  with  respect  to 
these  provisions  and  in  order  to 
effectively  implement  the  Commission's 
new  barring  authority  under  section 
15(b)(6]  of  &e  Exchange  Act,  Rules 
3a51-l  and  15g-l  shall  become  effective 
upon  publication  in  the  Federal  Register, 
based  on  the  Commission's  finding  of 
good  cause. 

The  effective  date  of  Rule  15g-2  is  July 
15, 1992.  This  three-month  peri^  will 
allow  sufficient  time  to  enable  broker- 
dealers  to  prepare  and  distribute  the 
risk  disclosure  document  to  branch 
offices.  The  effective  date  of  Rules  15g-3 
through  15g-6  is  January  1, 1993.  During 
discussions  on  the  proposed  rules, 
broker-dealers  generally  indicated  that 
they  would  need  a  minimum  of  six 
months  to  make  the  necessary 
adjustments. 


Section  23(a)  of  the  Exchange  Act  *** 
requires  diat  the  Commission,  in 
adopting  rules  under  the  Exchange  Act 
consider  the  anticompetitive  effects  of 
such  rules,  if  any,  and  balance  any 
anticompetitive  impact  against  the 
regulatOTy  benefits  gained  in  terms  of 
furthering  the  purposes  of  the  Exchange 
Act.  The  Commission  is  of  the  view  that 
the  Rules  will  not  result  in  any  burden 
on  competition  that  is  not  necessary  or 
appropriate  in  furtherance  of  the 
purposes  of  the  Exchange  Act. 

In  addition,  the  Commission  has 
prepared  a  Final  Regulatory  Flexibility 
Analysis  C'FRFA”),  pursuant  to  the 
requirements  of  the  Regulatory 
Flexibility  Act,***  regarding  the  Rules.  A 
copy  of  the  FRFA  may  be  obtained  fr^m 
Alexander  Dill,  Attorney,  Office  of  Chief 
Counsel,  Division  of  Market  Regulation, 
Securities  and  Exchange  Commission, 
450  Fifth  Street  NW..  Mail  Stop  5-1. 
Washington.  DC  20549,  (202)  504-2418. 


In  accordance  with  the  foregoing,  the 
Commission  is  amending  title  17, 


•**5U.S.CS61e/seq. 
•“15  U.S.C.  78w(a). 
•••5U.S.C.  604. 


V.  Effects  on  Competition  and 
Regulatory  Flexibility  Act 
Considerations 


List  of  Subjects  in  17  CFR  Part  240 

Reporting  and  recordkeeping 
requirements.  Securities. 

VI.  Statutory  Basis  and  Text  of 
Amendments 
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chapter  II  of  the  Code  of  Federal 
Regulations  as  follows: 

PART  240— GENERAL  RULES  AND 
REGULATIONS,  SECURITIES 
EXCHANGE  ACT  OF  1934 

1.  The  authority  citation  for  part  240 
continues  to  read  as  follows: 

Authority:  15  U.S.C  77c.  77d.  77b,  77ttt,  78c, 
78d,  78i.  78j,  781,  78m,  78n,  78o,  78p,  788,  78w. 
78x,  79q,  7^  80a-29,  80a-37,  unless  otherwise 
noted. 

2.  By  adding  §  240.3a51-l  to  read  as 
follows: 

§  240.3a51>1  Definition  of  penny  stock. 

For  purposes  of  section  3(a](51)  of  the 
Act.  the  term  “penny  stock"  shall  mean 
any  equity  security  other  than  a 
security: 

(a)  That  is  a  reported  security,  as 
defined  in  17  CFR  240.1lAa3-l(a)  of  this 
chapter; 

except  that  a  security  that  is  registered 
on  the  American  Stock  Exchange,  Inc. 
pursuant  to  the  listing  criteria  of  the 
Emerging  Company  Maricetplace,  but 
that  does  not  otherwise  satisfy  the 
requirements  of  paragraphs  (b),  (c),  or 
(d]  of  this  section,  shall  be  a  penny  stock 
for  purposes  of  section  15(b)(6)  of  the 
Act; 

(b)  That  is  issued  by  an  investment 
company  registered  under  the 
Investment  Company  Act  of  1940; 

(c)  That  is  a  put  or  call  option  issued 
by  the  Options  Clearing  Corporation; 

(d)  That  has  a  price  of  five  dollars  or 
more; 

(1)  For  purposes  of  paragraph  (d)  of 
this  section: 

(i)  A  security  has  a  price  of  five 
dollars  or  more  for  a  particular 
transaction  if  the  security  is  purchased 
or  sold  in  that  transaction  at  a  price  of 
five  dollars  or  more,  excluding  any 
broker  or  dealer  commission, 
commission  equivalent,  mark-up,  or 
mark-down;  and 

(ii)  Other  than  In  connection  with  a 
particular  transaction,  a  security  has  a 
price  of  five  dollars  or  more  at  a  given 
time  if  the  inside  bid  quotation  is  five 
dollars  or  more;  provided,  however,  that 
if  there  is  no  such  inside  bid  quotation,  a 
security  has  a  price  of  five  dollars  or 
more  at  a  given  time  if  the  average  of 
three  or  more  interdealer  bid  quotations 
at  specified  prices  displayed  at  that  time 
in  an  interdealer  quotation  system,  as 
defined  in  17  CFR  240.15c2-7(c)(l).  by 
three  or  more  market  makers  in  the 
security,  is  five  dollars  or  more, 

(iii)  The  term  “inside  bid  quotation" 
shall  mean  the  highest  bid  quotation  for 
the  secxirity  displayed  by  a  market 
maker  in  the  security  on  an  automated 
interdealer  quotation  system  that  has 


the  characteristics  set  forth  in  section 
17B(b)(2)  of  the  Act,  or  such  other 
automated  interdealer  quotation  system 
designated  by  the  Commission  for 
purposes  of  this  section,  at  any  time  in 
which  at  least  two  market  makers  are 
contemporaneously  displaying  on  such 
system  bid  and  offer  quotations  for  the 
security  at  specified  prices. 

(2)  If  a  security  is  a  unit  composed  of 
one  or  more  securities,  the  unit  price 
divided  by  the  number  of  shares  of  the 
unit  that  are  not  warrants,  options, 
rights,  or  similar  securities  must  be  five 
dollars  or  more,  as  determined  in 
accordance  with  paragraph  (d)(1)  of  this 
section,  and  any  share  of  the  unit  that  is 
a  warrant  option,  right  or  similar 
security,  or  a  convertible  security,  must 
have  an  exercise  price  or  conversion 
price  of  five  dollars  or  more; 

(e)  That  is  registered,  or  approved  for 
registration  upon  notice  of  issuance,  on 
a  national  securities  exchange  that 
makes  transaction  reports  available 
pursuant  to  17  CFR  240.1lAa3-l  of  this 
chapter,  provided  that: 

(1)  Price  and  volume  information  with 
respect  to  transactions  in  that  security  is 
required  to  be  reported  on  a  current  and 
continuing  basis  and  is  made  available 
to  vendors  of  market  information 
pursuant  to  the  rules  of  the  national 
securities  exchange;  and 

(2)  The  security  is  purchased  or  sold 
in  a  transaction  that  is  effected  on  or 
through  the  facilities  of  the  national 
securities  exchange,  or  that  is  part  of  a 
distribution  of  the  security; 

except  that  a  security  that  satisfies  the 
requirements  of  this  paragraph,  but  that 
does  not  otherwise  satisfy  the 
requirements  of  paragraphs  (a),  (b),  (c), 
or  (d)  of  this  section,  shall  be  a  penny 
stock  for  purposes  of  Section  15(b)(6)  of 
the  Act; 

(f)  That  is  authorized,  or  approved  for 
authorization  upon  notice  of  issuance, 
for  quotation  in  the  National 
Association  of  Securities  Dealers' 
Automated  Quotation  system 
(NASDAQ),  provided  that  price  and 
volume  information  with  respect  to 
transactions  in  that  security  is  required 
to  be  reported  on  a  current  and 
continuing  basis  and  is  made  available 
to  vendors  of  market  information 
pursuant  to  the  rules  of  the  National 
Association  of  Securities  Dealers,  Inc.; 
except  that  a  security  that  satisfies  the 
requirements  of  this  paragraph,  but  that 
does  not  otherwise  satisfy  the 
requirements  of  paragraphs  (a),  (b),  (c), 
or  (d)  of  this  section,  shall  be  a  penny 
stock  for  purposes  of  section  15(b)(6)  of 
the  Act;  or 

(g)  Whose  issuer  has: 


(1)  Net  tangible  assets  (/.e.,  total 
assets  less  intangible  assets  and 
liabilities)  in  excess  of  $2,000,000,  if  the 
issuer  has  been  in  continuous  operation 
for  at  least  three  years,  or  $5,000,000,  if 
the  issuer  has  been  in  continuous 
operation  for  less  than  three  years;  or 

(2)  Average  revenue  of  at  least 
$6,000,000  for  the  last  three  years. 

(3)  For  purposes  of  paragraph  (g)  of 
this  section,  net  tangible  assets  or 
average  revenues  must  be  demonstrated 
by  financial  statements  dated  less  than 
fifteen  months  prior  to  the  date  of  the 
transaction  that  the  broker  or  dealer  has 
reviewed  and  has  a  reasonable  basis  for 
believing  are  accurate  in  relation  to  the 
date  of  the  transaction,  and: 

(i)  If  the  issuer  is  other  than  a  foreign 
private  issuer,  are  the  most  recent 
financial  statements  for  the  issuer  that 
have  been  audited  and  reported  on  by 
an  independent  public  accountant  in 
accordance  with  the  provisions  of  17 
CFR  210.2-02;  or 

(ii)  If  the  issuer  is  a  foreign  private 
issuer,  are  the  most  recent  financial 
statements  for  the  issuer  that  have  been 
filed  with  the  Commission  or  furnished 
to  the  Commission  pursuant  to  17  CFR 
240.12g3-2(b);  provided,  however,  that  if 
financial  statements  for  the  issuer  dated 
less  than  fifteen  months  prior  to  the  date 
of  the  transaction  have  not  been  filed 
with  or  furnished  to  the  Commission, 
financial  statements  dated  within  fifteen 
months  prior  to  the  transaction  shall  be 
prepared  in  accordance  with  generally 
accepted  accounting  principles  in  the 
country  of  incorporation,  audited  in 
compliance  with  the  requirements  of 
that  jurisdiction,  and  reported  on  by  an 
accountant  duly  registered  and  in  good 
standing  in  accordance  with  the 
regulations  of  that  jurisdiction. 

(4)  The  broker  or  dealer  shall 
preserve,  as  part  of  its  records,  copies  of 
the  financial  statements  required  by 
paragraph  (g)(3)  of  this  section  for  the 
period  specified  in  17  CFR  240.17a-4(b). 

3.  By  adding  §  240.15g-l  to  read  as 
follows: 

§240.15g-1  Exemptions  for  certain 
transactions. 

The  following  transactions  shall  be 
exempt  from  17  CFR  240.15g-2. 17  CFR 
240.15g-3. 17  CFR  240.15g-4, 17  CFR 
240.15g-5.  and  17  CFR  240.15g-6: 

(a)  Transactions  by  a  broker  or  dealer: 

(1)  Whose  commissions,  commission 
equivalents,  mark-ups,  and  mark-downs 
from  transactions  in  penny  stocks  during 
each  of  the  immediately  preceding  three 
months  and  during  eleven  or  more  of  the 
preceding  twelve  months,  or  during  the 
immediately  preceding  six  months,  did 
not  exceed  five  percent  of  its  total 
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commissions,  commission  equivalents, 
mark-ups,  and  mark-downs  from 
transactions  in  securities  during  those 
months;  and 

(2)  Who  has  not  been  a  market  maker 
in  the  penny  stock  that  is  the  subject  of 
the  transaction  in  the  immediately 
preceding  twelve  months. 

Note:  Prior  to  April  28. 1993,  commissions, 
commission  equivalents,  mark-ups,  and  mark- 
downs  from  transactions  in  designated 
securities,  as  defined  in  17  CFR  240.15c2- 
6(d](2)  as  of  April  15, 1992,  may  be 
considered  to  be  commissions,  commission 
equivalents,  mark-ups,  and  mark-downs  from 
transactions  in  penny  stocks  for  purposes  of 
paragraph  (a)(1)  of  this  section. 

(b)  Transactions  in  which  the 
customer  is  an  institutional  accredited 
investor,  as  defined  in  17  CFR  230.501(a) 
(1).  (2).  (3).  (7).  or  (8). 

(c)  Transactions  that  meet  the 
requirements  of  Regulation  D  (17  CFR 
230.501-230.508),  or  transactions  with  an 
issuer  not  involving  any  public  offering 
pursuant  to  section  4(2)  of  the  Securities 
Act  of  1933. 

(d)  Transactions  in  which  the 
customer  is  the  issuer,  or  a  director, 
officer,  general  partner,  or  direct  or 
Indirect  beneficial  owner  of  more  than 
five  percent  of  any  class  of  equity 
security  of  the  issuer,  of  the  penny  stock 
that  is  the  subject  of  the  transaction. 

(e)  Transactions  that  are  not 
recommended  by  the  broker  or  dealer. 

(f)  Any  other  transaction  or  class  of 
transactions  or  persons  or  class  of 
persons  that,  upon  prior  written  request 
or  upon  its  own  motion,  the  Commission 
conditionally  or  unconditionally 
exempts  by  order  as  consistent  with  the 
public  interest  and  the  protection  of 
investors. 

4.  By  adding  §  240.15g-2  to  read  as 
follows: 

§  240. 1 5g-2  Risk  disclosure  document 
relating  to  the  penny  stock  market 

It  shall  be  unlawful  for  a  broker  or 
dealer  to  effect  a  transaction  in  any 
penny  stock  for  or  with  the  account  of  a 
customer  unless,  prior  to  effecting  such 
transaction,  the  broker  or  dealer  has 
furnished  to  the  customer  a  document 
containing  the  information  set  forth  in 
Schedule  15G.  17  CFR  240.15g-100. 

5.  By  adding  section  240.15g-3  to  read 
as  follows: 

§  240. 1 5g-3  Broker  or  dealer  disclosure  of 
quotations  and  other  information  relating 
to  the  penny  stock  market 

(a)  Requirement.  It  shall  be  unlawful 
for  a  broker  or  dealer  to  effect  a 
transaction  in  any  penny  stock  with  or 
for  the  account  of  a  customer  unless 
such  broker  or  dealer  discloses  to  such 
customer,  within  the  time  periods  and  in 


the  manner  required  by  paragraph  (b)  of 
this  section,  the  following  information: 

(1)  The  inside  bid  quotation  and  the 
inside  offer  quotation  for  the  penny 
stock. 

(2)  If  paragraph  (a)(1)  of  this  section 
does  not  apply  because  of  the  absence 
of  an  inside  bid  quotation  and  an  inside 
offer  quotation: 

(i)  With  respect  to  a  transaction 
effected  with  or  for  a  customer  on  a 
principal  basis  (other  than  as  provided 
in  paragraph  (a)(2)(ii)  of  this  section): 

(A)  The  dealer  shall  disclose  its  offer 
price  for  the  security: 

(1) \i  during  the  previous  five  days  the 
dealer  has  effected  no  fewer  than  three 
bona  fide  sales  to  other  dealers 
consistently  at  its  offer  price  for  the 
security  current  at  the  time  of  those 
sales,  and 

(2)  If  the  dealer  reasonably  believes  in 
good  faith  at  the  time  of  the  transaction 
with  the  customer  that  its  offer  price 
accurately  reflects  the  price  at  which  it 
is  willing  to  sell  one  or  more  round  lots 
to  another  dealer.  For  purposes  of 
paragraph  (a)(2)(i)(A)  of  this  section, 
“consistently”  shall  constitute,  at  a 
minimum,  seventy-five  percent  of  the 
dealer’s  bona  fide  interdealer  sales 
during  the  previous  five-day  period,  and, 
if  the  dealer  has  effected  only  three 
bona  fide  inter-dealer  sales  during  such 
period,  all  three  of  such  sales. 

(B)  The  dealer  shall  disclose  its  bid 
price  for  the  security; 

(1)  If  during  the  previous  five  days  the 
dealer  has  effected  no  fewer  than  three 
bona  fide  purchases  from  other  dealers 
consistently  at  its  bid  price  for  the 
security  current  at  the  time  of  those 
purchases,  and 

(2)  If  the  dealer  reasonably  believes  in 
good  faith  at  the  time  of  the  transaction 
with  the  customer  that  its  bid  price 
accurately  reflects  the  price  at  which  it 
is  willing  to  buy  one  or  more  round  lots 
from  another  dealer.  For  purposes  of 
paragraph  (a)(2)(i)(B)  of  this  section, 
“consistently”  shall  constitute,  at  a 
minimum,  seventy-five  percent  of  the 
dealer’s  bona  fide  interdealer  purchases 
during  the  previous  five-day  period,  and, 
if  the  dealer  has  effected  only  three 
bona  fide  inter-dealer  purchases  during 
such  period,  all  three  of  such  purchases. 

(C)  If  the  dealer’s  bid  or  offer  prices  to 
the  customer  do  not  satisfy  the  criteria 
of  paragraphs  (a)(2)(i)(A)  or  (a)(2)(i)(B) 
of  this  section,  the  dealer  shall  disclose 
to  the  customer: 

(1)  That  it  has  not  effected  inter- 
dealer  purchases  or  sales  of  the  penny 
stock  consistently  at  its  bid  or  offer 
price,  and 

(2)  The  price  at  which  it  last 
purchased  the  penny  stock  from,  or  sold 


the  penny  stock  to,  respectively,  another 
dealer  in  a  bana  fide  transaction. 

(ii)  With  respect  to  transactions 
effected  by  a  broker  or  dealer  with  or 
for  the  account  of  the  customer: 

(A)  On  an  agency  basis  or 

(B)  On  a  basis  other  than  as  a  market 
maker  in  the  security,  where,  after 
having  received  an  order  from  the 
customer  to  purchase  a  penny  stock,  the 
dealer  effects  the  purchase  from  another 
person  to  offset  a  contemporaneous  sale 
of  the  penny  stock  to  such  customer,  or, 
after  having  received  an  order  from  the 
customer  to  sell  the  penny  stock,  the 
dealer  effects  the  sale  to  another  person 
to  offset  a  contemporaneous  purchase 
from  such  customer,  the  broker  or  dealer 
shall  disclose  the  best  independent 
interdealer  bid  and  offer  prices  for  the 
penny  stock  that  the  broker  or  dealer 
obtains  through  reasonable  diligence.  A 
broker-dealer  shall  be  deemed  to  have 
exercised  reasonable  diligence  if  it 
obtains  quotations  from  three  market 
makers  in  the  security  (or  all  known 
market  makers  if  there  are  fewer  than 
three). 

(3)  With  respect  to  bid  or  offer  prices 
and  transaction  prices  disclosed 
pursuant  to  paragraph  (a)  of  this  section, 
the  broker  or  dealer  shall  disclose  the 
number  of  shares  to  which  the  bid  and 
offer  prices  apply. 

(b)  Timing.  (1)  The  information 
described  in  paragraph  (a)  of  this 
section: 

(1)  Shall  be  provided  to  the  customer 
orally  or  in  writing  prior  to  effecting  any 
transaction  with  or  for  the  customer  for 
the  purchase  or  sale  of  such  penny 
stock;  and 

(ii)  Shall  be  given  or  sent  to  the 
customer  in  writing,  at  or  prior  to  the 
time  that  any  written  confirmation  of  the 
transaction  is  given  or  sent  to  the 
customer  pursuant  to  17  CFR  240.10b-10 
of  this  chapter. 

(2)  A  broker  or  dealer,  at  the  time  of 
making  the  disclosure  pursuant  to 
paragraph  (b)(l)(i)  of  this  section,  shall 
make  and  preserve  as  part  of  its  records, 
a  record  of  such  disclosure  for  the 
period  specified  in  17  CFR  240.17a-4(b). 

(c)  Definitions.  For  purposes  of  this 
section: 

(1)  The  term  bid  price  shall  mean  the 
price  most  recently  communicated  by 
the  dealer  to  another  broker  or  dealer  at 
which  the  dealer  is  willing  to  purchase 
one  or  more  round  lots  of  the  penny 
stock,  and  shall  not  include  indications 
of  interest. 

(2)  The  term  offer  price  shall  mean  the 
price  most  recently  communicated  by 
the  dealer  to  another  broker  or  dealer  at 
which  the  dealer  is  willing  to  sell  one  or 
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more  round  lots  of  the  penny  stock,  and 
shall  not  include  indications  of  interest. 

(3)  The  term  inside  bid  quotation  for  a 
security  shall  mean  the  highest  bid 
quotation  for  the  security  displayed  by  a 
market  maker  In  the  security  on  a 
Qualifying  Electronic  Quotation  System, 
at  any  time  in  which  at  least  two  market 
makers  are  contemporaneously 
displaying  on  such  system  bid  and  offer 
quotations  for  the  security  at  specified 
prices. 

(4)  The  term  inside  offer  quotation  for 
a  security  shall  mean  the  lowest  offer 
quotation  for  the  security  displayed  by  a 
market  maker  in  the  security  on  a 
Qualifying  Electronic  Quotation  System, 
at  any  time  in  which  at  least  two  market 
makers  are  contemporaneously 
displaying  on  such  system  bid  and  offer 
quotations  for  the  security  at  specified 
prices. 

(5)  The  term  Qualifying  Electronic 
Quotation  System  shall  mean  an 
automated  interdealer  quotation  system 
that  has  the  characteristics  set  forth  in 
section  17B(b)(2)  of  the  Act,  or  such 
other  automated  interdealer  quotation 
system  designated  by  the  Commission 
for  purposes  of  this  section. 

6.  By  adding  §  240.15g-4  to  read  as 
follows; 

§  240.159-4  Disctosure  of  compensation 
to  brokers  or  dealers. 

Preliminary  Note:  Brokers  and  dealers 
may  wish  to  refer  to  Securities 
Exchange  Act  Release  No.  30608  (April 
20, 1992)  for  a  discussion  of  the 
procedures  for  computing  compensation 
in  active  and  competitive  markets, 
inactive  and  competitive  markets,  and 
dominated  and  controlled  markets. 

(a)  Disclosure  requirement  It  shall  be 
unlawful  for  any  broker  or  dealer  to 
effect  a  transaction  in  any  penny  stock 
for  or  with  the  account  of  a  customer 
unless  such  broker  or  dealer  discloses  to 
such  customer,  within  the  time  periods 
and  in  the  manner  required  by 
paragraph  (b)  of  this  section,  the 
aggregate  amount  of  any  compensation 
received  by  such  broker  or  dealer  in 
connection  with  such  transaction. 

(b)  Timing.  (1)  The  information 
described  in  paragraph  (a)  of  this 
section: 

(1)  Shall  be  provided  to  the  customer 
orally  or  in  writing  prior  to  effecting  any 
transaction  with  or  for  the  customer  for 
the  purchase  or  sale  of  such  penny 
stock;  and 

(ii)  Shall  be  given  or  sent  to  the 
customer  in  writing,  at  or  prior  to  the 
time  that  any  written  confirmation  of  the 
transaction  is  given  or  sent  to  the 
customer  pursuant  to  17  CFR  240.10b-10. 

(2)  A  broker  or  dealer,  at  the  time  of 
n'.aking  the  disclosure  pursuant  to 


paragraph  (b)(l)(i)  of  this  section,  shall 
make  and  preserve  as  part  of  its  records, 
a  record  of  such  disclosure  for  the 
period  sp^fied  in  17  CFR  240.17a-4(b). 

(c)  Definition  of  Compensation.  For 
purposes  of  this  section,  compensation 
means,  with  respect  to  a  transaction  in  a 
penny  stock: 

(1)  If  a  broker  is  acting  as  agent  for  a 
customer,  the  amount  of  any 
remuneration  received  or  to  be  received 
by  it  from  such  customer  in  connection 
with  such  transaction; 

(2)  If.  after  having  received  a  buy 
order  from  a  customer,  a  dealer  other 
than  a  market  maker  purchased  the 
penny  stock  as  principal  from  another 
person  to  offset  a  contemporaneous  sale 
to  such  customer  or.  after  having 
received  a  sell  order  from  a  customer, 
sold  the  penny  stock  as  principal  to 
another  person  to  offset  a 
contemporaneous  purchase  from  such 
customer,  the  difference  between  the 
price  to  the  customer  and  such 
contemporaneous  purchase  or  sale 
price;  or 

(3)  If  the  dealer  otherwise  is  acting  as 
principal  for  its  own  account,  the 
di^erence  between  the  price  to  the 
customer  and  the  prevailing  market 
price. 

(d)  “Active  and  competitive"  market. 
For  purposes  of  this  section  only,  a 
market  may  be  deemed  to  be  "active 
and  competitive"  in  determining  the 
prevailing  market  price  with  respect  to  a 
transaction  by  a  market  maker  in  a 
penny  stock  if  the  aggregate  number  of 
transactions  effected  by  such  market 
maker  in  the  penny  stock  in  the  five 
business  days  preceding  such 
transaction  is  less  than  twenty  percent 
of  the  aggregate  number  of  all 
transactions  in  the  penny  stock  reported 
on  a  Qualifying  Electronic  Quotation 
System  (as  de^ed  in  17  CFR  240.15g- 
3(c)(5))  during  such  Tive-day  period.  No 
presumption  shall  arise  that  a  market  is 
not  "active  and  competitive"  solely  by 
reason  of  a  market  maker  not  meeting 
the  conditions  specified  in  this 
paragraph. 

7.  By  adding  §  240.15g-5  to  read  as 
follows: 

§  240.15g-5  Disclosure  of  compensation 
of  associated  persons  in  connection  with 
penny  stock  transactions. 

(a)  General.  It  shall  be  unlawful  for  a 
broker  or  dealer  to  effect  a  transaction 
in  any  penny  stock  for  or  with  the 
account  of  a  customer  unless  the  broker 
or  dealer  discloses  to  such  customer, 
within  the  time  periods  and  in  the 
manner  required  by  paragraph  (b)  of  this 
section,  the  aggregate  amount  of  cash 
compensation  that  any  associated 
person  of  the  broker  or  dealer  who  is  a 


natural  person  and  has  communicated 
with  the  customer  concerning  the 
transaction  at  or  prior  to  receipt  of  the 
customer’s  transaction  order,  other  than 
any  person  whose  function  is  solely 
clerical  or  ministerial,  has  received  or 
will  receive  from  any  source  in 
connection  with  the  transaction  and  that 
is  determined  at  or  prior  to  the  time  of 
the  transaction,  including  separate 
disclosure,  if  applicable,  of  the  source 
and  amount  of  such  compensation  that 
is  not  paid  by  the  broker  or  dealer. 

(b)  Timing.  (1)  The  information 
described  in  paragraph  (a)  of  this 
section: 

(1)  Shall  f)e  provided  to  the  customer 
orally  or  in  writing  prior  to  effecting  any 
transaction  with  or  for  the  customer  for 
the  purchase  or  sale  of  such  penny 
stock;  and 

(ii)  Shall  be  given  or  sent  to  the 
customer  in  writing,  at  or  prior  to  the 
time  that  any  written  conffrmation  of  the 
transaction  is  given  or  sent  to  the 
customer  pursuant  to  17  CFR  240.10b-10. 

(2)  A  broker  or  dealer,  at  the  time  of 
making  the  disclosure  pursuant  to 
paragraph  (b)(l)(i]  of  this  section,  shall 
make  and  preserve  as  part  of  its  records, 
a  record  of  such  disclosure  for  the 
period  specified  in  17  CFR  240.17a-4(b). 

(c)  Contingent  compensation 
arrangements.  Where  a  portion  or  all  of 
the  cash  or  other  compensation  that  the 
associated  person  may  receive  in 
connection  with  the  transaction  may  be 
determined  and  paid  following  the 
transaction  based  on  aggregate  sales 
volume  levels  or  other  contingencies,  the 
written  disclosure  required  by 
paragraph  (b)(l)(ii)  of  this  section  shall 
state  that  fact  and  describe  the  basis 
upon  which  such  compensation  is 
determined. 

8.  By  adding  §  240.15g-6  to  read  as 
follows: 

§240.150-6  Account  statements  for 
penny  stock  customers. 

(a)  Requirement  It  shall  be  unlawful 
for  any  broker  or  dealer  that  has 
effected  the  sale  to  any  customer,  other 
than  in  a  transaction  that  is  exempt 
pursuant  to  17  CFR  240.15g-l,  of  any 
security  that  is  a  penny  stock  on  the  last 
trading  day  of  any  calendar  month,  or 
any  successor  of  such  broker  or  dealer, 
to  fail  to  give  or  send  to  such  customer  a 
written  statement  containing  the 
information  described  in  paragraphs  (c) 
and  (d)  of  this  section  with  respect  to 
each  such  month  in  which  such  security 
is  held  for  the  customer’s  account  with 
the  broker  or  dealer,  within  ten  days 
following  the  end  of  such  month. 

(b)  Exemptions.  A  broker  or  dealer 
shall  be  exempted  from  the  requirement 
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of  paragraph  (a)  of  this  section  under 
either  of  the  following  circumstances: 

(1)  If  the  broker  or  dealer  does  not 
effect  any  transactions  in  penny  stocks 
for  or  with  the  account  of  the  customer 
during  a  period  of  six  consecutive 
calendar  months,  then  the  broker  or 
dealer  shall  not  be  required  to  provide 
monthly  statements  for  each  quarterly 
period  that  is  immediately  subsequent  to 
such  six-month  period  and  in  which  the 
broker  or  dealer  does  not  effect  any 
transaction  in  penny  stocks  for  or  with 
the  account  of  the  customer,  provided 
that  the  broker  or  dealer  gives  or  sends 
to  the  customer  written  statements 
containing  the  information  described  in 
paragraphs  (d)  and  (e)  of  this  section  on 
a  quarterly  basis,  within  ten  days 
following  the  end  of  each  such  quarterly 
period. 

(2)  If,  on  all  but  five  or  fewer  trading 
days  of  any  quarterly  period,  a  security 
has  a  price  of  five  dollars  or  more,  the 
broker  or  dealer  shall  not  be  required  to 
provide  a  monthly  statement  covering 
the  security  for  subsequent  quarterly 
periods,  until  the  end  of  any  such 
subsequent  quarterly  period  on  the  last 
trading  day  of  which  die  price  of  the 
security  is  less  than  five  dollars. 

(c)  Price  Determinations.  For  purposes 
of  paragraphs  (a)  and  (b)  of  this  section, 
the  price  of  a  security  on  any  trading 
day  shall  be  determined  at  the  close  of 
business  in  accordance  with  the 
provisions  of  17  CFR  240.3a51-l(d)(l). 

(d)  Market  and  price  information.  The 
statement  required  by  paragraph  (a)  of 
this  section  shall  contain  at  least  the 
following  information  with  respect  to 
each  penny  stock  covered  by  paragraph 
(a)  of  this  section,  as  of  the  last  trading 
day  of  the  period  to  which  the  statement 
relates: 

(1)  The  identity  and  number  of  shares 
or  units  of  each  such  security  held  for 
the  customer’s  account;  and 

(2)  The  estimated  market  value  of  the 
security,  to  the  extent  that  such 
estimated  market  value  can  be 
determined  in  accordance  with  the 
following  provisions: 

(i)  The  highest  inside  bid  quotation  for 
the  security  on  the  last  trading  day  of 
the  period  to  which  the  statement 
relates,  multiplied  by  the  number  of 
shares  or  units  of  the  security  held  for 
the  customer's  account;  or 

(ii)  If  paragraph  (d](2)(i]  of  this  section 
is  not  applicable  because  of  the  absence 
of  an  inside  bid  quotation,  and  if  the 
broker  or  dealer  furnishing  the 
statement  has  effected  at  least  ten 
separate  Qualifying  Purchases  in  the 
security  during  the  last  five  trading  days 
of  the  period  to  which  the  statement 
relates,  the  weighted  average  price  per 
share  paid  by  the  broker  or  dealer  in  all 


Qualifying  Purchases  effected  during 
such  five-day  period,  multiplied  by  the 
number  of  shares  or  units  of  the  security 
held  for  the  customer’s  account;  or 

(iii)  If  neither  of  paragraphs  (d)(2)(i) 
nor  (d](2](ii)  of  this  section  is  applicable, 
a  statement  that  there  is  "no  estimated 
market  value”  with  respect  to  the 
security. 

(e)  Legend.  In  addition  to  the 
information  required  by  paragraph  (d]  of 
this  section,  the  written  statement 
required  by  paragraph  (a]  of  this  section 
shall  include  a  conspicuous  legend  that 
is  identified  with  the  penny  stocks 
described  in  the  statement  and  that 
contains  the  following  language: 

If  this  statement  contains  an  estimated 
value,  you  should  be  aware  that  this  value 
may  be  based  on  a  limited  number  of  trades 
or  quotes.  Therefore,  you  may  not  be  able  to 
sell  these  securities  at  a  price  equal  or  near 
to  the  value  shown.  However,  the  broker- 
dealer  furnishing  this  statement  may  not 
refuse  to  accept  your  order  to  sell  these 
seciuities.  Also,  the  amount  you  receive  from 
a  sale  generally  will  be  reduced  by  the 
amount  of  any  commissions  or  similar 
charges.  If  an  estimated  value  is  not  shown 
for  a  security,  a  value  could  not  be 
determined  because  of  a  lack  of  information. 

(f)  Preservation  of  records.  Any 
broker  or  dealer  subject  to  this  section 
shall  preserve,  as  part  of  its  records, 
copies  of  the  written  statements 
required  by  paragraph  (a)  of  this  section 
and  keep  such  records  for  the  periods 
specified  in  17  CFR  240.17a-4(b). 

(g)  Definitions.  For  purposes  of  this 
section: 

(1)  The  term  Quarterly  period  shall 
mean  any  period  of  three  consecutive 
full  calendar  months. 

(2)  The  inside  bid  quotation  for  a 
security  shall  mean  the  highest  bid 
quotation  for  the  security  displayed  by  a 
market  maker  in  the  security  on  a 
Qualifying  Electronic  Quotation  System, 
at  any  time  in  which  at  least  two  market 
makers  are  contemporaneously 
displaying  on  such  system  bid  and  offer 
quotations  for  the  security  at  specified 
prices. 

(3)  The  term  Qualifying  Electronic 
Quotation  System  shall  mean  an 
automated  interdealer  quotation  system 
that  has  the  characteristics  set  forth  in 
section  17B(b)(2)  of  the  Act,  or  such 
other  automated  interdealer  quotation 
system  designated  by  the  Commission 
for  purposes  of  this  section. 

(4)  The  term  Qualifying  Purchases 
shall  mean  bona  fide  purchases  by  a 
broker  or  dealer  of  a  penny  stock  for  its 
own  accoimt,  each  of  which  involves  at 
least  100  shares,  but  excluding  any 
block  purchase  involving  more  than  one 
percent  of  the  outstanding  shares  or 
units  of  the  security. 


9.  By  adding  §  240.15g-100  to  read  as 
follows: 

§  240.15g-100  Schedule  15G— Information 
to  be  included  in  the  document  distributed 
pursuant  to  17  CFR  240.15g-2. 

Securities  and  Exchange  Commission 
Washington,  DC  20549 
Schedule  15G 

Under  the  Securities  Exchange  Act  of  1934 
Instructions  to  Schedule  15G 

A.  The  information  contained  in  Schedule 
15G  ("Schedule”)  must  be  reproduced  in  its 
entirety.  No  language  of  the  document  may 
be  omitted,  added  to,  or  altered  in  any  way. 

No  material  may  be  given  to  a  customer  that 
is  intended  in  any  way  to  detract  from,  rebut, 
or  contradict  the  Schedule. 

B.  The  document  entitled  “Important 
Information  on  Penny  Stocks”  must  be 
distributed  as  the  first  page  of  Schedule  15G, 
and  on  one  page  only.  The  remainder  of 
Schedule  15G,  entitled  "Further  Information,” 
explains  the  items  discussed  in  the  first  page 
in  greater  detail. 

C.  The  disclosures  made  through  the 
Schedule  are  in  addition  to  any  other 
disclosure(s]  that  are  required  to  be  made 
under  the  federal  securities  laws,  including 
without  limitation  the  disclosures  required 
pursuant  to  the  rules  adopted  imder  Sections 
15(c](l],  15(c)(2),  and  15(g)  of  the  Securities 
Exchange  Act  of  1934, 15  U.S.C.  78o(c)  (1)  and 
(2),  and  15  U.S.G.  78o(g).  respectively. 

D.  The  format  and  typeface  of  the 
document  must  be  reproduced  as  presented 
in  the  Schedule.  The  document  may  be 
reproduced  from  the  Schedule  by 
photographic  copying  that  is  clear,  complete, 
and  at  least  satisfies  the  type-size 
requirements  set  forth  below  for  printing.  In 
the  alternative,  the  document  may  be  printed 
and  must  meet  the  following  criteria 
regarding  typeface: 

1.  Words  appearing  in  capital  letters  in  the 
Schedule  must  be  reproduced  in  capital 
letters  and  printed  in  bold-face  roman  type  at 
least  as  large  as  ten-point  modem  type  and  at 
least  two  points  leaded. 

2.  Words  appearing  in  lower-case  letters 
must  be  reproduced  in  lower-case  roman  type 
at  least  as  large  as  ten  point  modem  type  and 
at  least  two  points  leaded. 

3.  Words  that  are  underlined  in  the 
document  must  be  underlined  in  reproduction 
and  appear  in  bold-faced  roman  type  at  least 
as  large  as  ten  point  modem  type  and  at  least 
two  points  leaded,  and  meet  the  criteria  for 
lower-case  or  capital  letters  in  paragraphs  (1) 
and  (2)  above,  whichever  is  applicable. 

E.  Recipients  of  the  document  must  not  be 
charged  any  fee  for  the  document. 

F.  Hie  content  of  the  Schedule  is  as 
follows: 

[next  page] 

Important  Information  on  Penny  Stocks 

This  statement  is  required  by  the  U.S. 
Securities  and  Exchange  Commission  (SEC) 
and  contains  important  information  on  penny 
stocks.  You  are  urged  to  read  it  before 
making  a  purchase  or  sale. 
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Penny  stocks  can  be  very  risky. 

•  Penny  stocks  are  low-priced  shares  of 
small  companies  not  traded  on  an  exchange 
or  quoted  on  NASDAQ.  Prices  often  are  not 
available.  Investors  in  penny  stocks  often  are 
unable  to  sell  stock  ba^  to  the  dealer  that 
sold  them  the  stock.  Thus,  you  may  lose  your 
Investment.  Be  cautious  of  newly  issued 
penny  stock. 

•  Your  salesperson  is  not  an  impartial 
advisor  but  is  paid  to  sell  you  the  stock.  Do 
not  rely  only  on  the  salesperson,  but  seek 
outside  advice  before  you  buy  any  stock.  If 
you  have  problems  with  a  salesperson, 
contact  the  firm's  compliance  officer  or  the 
regulators  listed  below. 

Information  you  should  get. 

•  Before  you  buy  penny  stock,  federal  law 
require  your  salesperson  to  tell  you  the 
"offer'"  and  the  "bid"  on  the  stock,  and  the 
"compensation"  the  salesperson  and  the  firm 
receive  for  the  trade.  Hie  firm  also  must  mail 
a  confirmation  of  these  prices  to  you  after  the 
trade. 

•  You  will  need  this  price  information  to 
determine  what  profit,  if  any,  you  will  have 
when  you  sell  your  stock.  The  offer  pri<%  is 
the  wholesale  price  at  which  the  dealer  is 
willing  to  sell  stock  to  other  dealers.  The  bid 
price  is  the  wholesale  price  at  which  the 
dealer  is  willing  to  buy  the  stock  horn  other 
dealers.  In  its  trade  with  you,  the  dealer  may 
add  a  retail  charge  to  these  wholesale  prices 
as  compensation  (called  a  "markup”  or 
"markdown"). 

•  The  difference  between  the  bid  and  the 
offer  price  is  the  dealer's  "spread"  A  spread 
that  is  large  compared  with  the  purchase 
price  can  make  a  resale  of  a  stock  very 
costly.  To  be  profitable  when  you  sell,  die  bid 
price  of  your  stock  must  rise  above  the 
amount  of  this  spread  and  the  compensation 
charged  by  both  your  selling  and  purchasing 
dealers.  If  the  dealer  has  no  bid  price,  you 
may  not  be  able  to  sell  the  stock  after  you 
buy  It  and  may  lose  your  whole  investment. 

Brokers'  duties  and  customer's  rights  and 
remedies. 

•  If  you  are  a  victim  of  fraud,  you  may 
have  rij^ts  and  remedies  under  state  and 
federal  law.  You  can  get  the  disciplinary 
history  of  a  salesperson  or  frrm  from  the 
NASD  at  1-800-289-9999,  and  additional 
information  from  your  state  securities  official, 
at  the  North  American  Securities 
Administrators  Association's  central  number 
(202)  737-9900.  You  also  may  contact  the  SEC 
with  complaints  at  (202)  272-7440. 

(next  page] 

Further  Infbnnation 

The  securities  being  sold  to  you  have  not 
been  approved  or  disapproved  by  the 
Securities  and  Exchange  Commission. 
Moreover,  the  Securities  and  Exchange 
Commission  has  not  passed  upon  the  fairness 
or  the  merits  of  this  transaction  nor  upon  the 
accuracy  or  adequacy  of  the  information 
contained  in  any  prospectus  or  any  other 
information  provided  by  an  issuer  or  a  broker 
or  dealer. 

Generally,  penny  stock  is  a  security  that: 

•  Is  pric^  under  five  dollars; 

•  Is  not  traded  on  a  national  stock 
exchange  or  on  NASDAQ  (the  NASD's 
automated  quotation  system  for  actively 
traded  stocks): 


•  May  be  listed  in  the  “pink  sheets"  or  the 
NASD  OTC  Bulletin  Board: 

•  Is  issued  by  a  company  that  has  less 
than  $5  million  in  net  tangible  assets  and  has 
been  in  business  less  than  three  years,  by  a 
company  that  has  under  $2  million  in  net 
tangible  assets  and  has  been  in  business  for 
at  least  three  years,  or  by  a  company  that  has 
revenues  of  $6  million  for  3  years. 

Use  Caution  When  Investing  in  Penny  Stocks 

1.  Do  not  make  a  hurried  investment 
decision.  High-pressure  sales  techniques  can 
be  a  warning  sign  of  fraud.  The  salesperson  is 
not  an  impartial  advisor,  but  is  paid  for 
selling  stock  to  you.  The  salesperson  also 
does  not  have  to  watch  your  investment  for 
you.  Thus,  you  should  think  over  the  offer 
and  seek  outside  advice.  Check  to  see  if  the 
information  given  by  the  salesperson  differs 
from  other  information  you  may  have.  Also,  it 
is  illegal  for  salespersons  to  promise  that  a 
stock  will  increase  in  value  or  is  risk-hree,  or 
to  guarantee  against  loss.  If  you  think  there  is 
a  problem,  ask  to  speak  with  a  compliance 
official  at  the  firm,  and,  if  necessary,  any  of 
the  regulators  referred  to  in  this  statement 

2.  Study  the  company  issuing  the  stock.  Be 
wary  of  companies  that  have  no  operating 
history,  few  assets,  or  no  defined  business 
purpose.  These  may  be  sham  or  “shell" 
corporations.  Read  the  prospectus  for  the 
company  carefully  before  you  invest  Some 
dealers  fraudulently  solicit  investors'  money 
to  buy  stock  in  sham  companies,  artificially 
inflate  the  stock  prices,  then  cash  in  their 
profits  before  public  investors  can  sell  their 
stock. 

3.  Understand  the  risky  nature  of  these 
stocks.  You  should  be  aware  that  you  may 
lose  part  or  all  of  your  investment  Because  of 
large  dealer  spreads,  you  will  not  be  able  to 
sell  the  stock  immediately  back  to  the  dealer 
at  the  same  price  it  sold  the  stock  to  you.  In 
some  cases,  the  stock  may  fall  quickly  in 
value.  New  companies,  whose  stock  is  sold  In 
an  "initial  public  offering,”  often  are  riskier 
investments.  Try  to  find  out  if  the  shares  the 
salesperson  wants  to  sell  you  are  part  of  such 
an  offering.  Your  salesperson  must  give  you  a 
“prospectus"  in  an  initial  public  offering,  but 
the  financial  condition  shown  in  the 
prospectus  of  new  companies  can  change 
very  quickly. 

4.  Know  the  brokerage  firm  and  the 
salespeople  with  whom  you  are  dealing. 
Because  of  the  nature  of  the  market  for  penny 
stock,  you  may  have  to  rely  solely  on  the 
origin^  brokerage  firm  that  sold  you  the 
stock  for  prices  and  to  buy  the  stock  back 
from  you.  Ask  the  National  Association  of 
Securities  Dealers.  Inc.  (NASO)  or  your  state 
securities  regulator,  which  is  a  member  of  the 
North  American  Securities  Administrators 
Association,  Inc.  (NASAA),  about  the 
licensing  and  disciplinary  record  of  the 
brokerage  firm  and  the  salesperson 
contacting  you.  The  telephone  numbers  of  the 
NASD  and  NASAA  are  listed  on  the  first 
page  of  this  document 

5.  Be  cautious  if  your  salesperson  leaves 
the  firm.  If  the  salesperson  who  sold  you  the 
stock  leaves  his  or  her  firm,  the  firm  may 
reassign  your  account  to  a  new  salesperson. 
If  you  have  problems,  ask  to  speak  to  the 
firm's  branch  office  manager  or  a  compliance 


officer.  Although  the  departing  salesperson 
may  ask  you  to  transfer  your  stock  to  his  or 
her  new  firm,  you  do  not  have  to  do  so.  Get 
information  on  the  new  firm.  Be  wary  of 
requests  to  sell  your  securities  when  the 
salesperson  transfers  to  a  new  firm.  Also,  you 
have  the  right  to  get  yOur  stock  certificate 
from  your  selling  finiL  You  do  not  have  to 
leave  the  certificate  with  that  firm  or  any 
other  firm. 

Your  Rights 

Disclosures  to  you.  Under  penalty  of 
federal  law,  your  brokerage  firm  must  tell  you 
the  following  information  at  two  different 
times — before  you  agree  to  buy  or  sell  a 
penny  stock,  and  after  the  trade,  by  written 
confirmation: 

•  The  bid  and  offer  price  quotes  for  penny 
stock,  and  the  number  of  shares  to  which  the 
quoted  prices  apply.  The  bid  and  offer  quotes 
are  the  wholesale  prices  at  which  dealers 
trade  among  themselves.  These  prices  give 
you  an  idea  of  the  market  value  of  the  stock. 
The  dealer  must  tell  you  these  price  quotes  if 
they  appear  on  an  automated  quotation 
system  approved  by  the  SEC.  If  not,  the 
dealer  must  use  its  own  quotes  or  trade 
prices.  You  should  calculate  the  spread,  the 
difference  between  the  bid  and  offer  quotes, 
to  help  decide  if  buying  the  stock  is  a  good 
investment 

A  lack  of  quotes  may  mean  that  the  market 
among  dealers  is  not  active.  It  thus  may  be 
difficult  to  resell  the  stock.  You  also  should 
be  aware  that  the  actual  price  charged  to  you 
for  the  stock  may  differ  from  the  price  quoted 
to  you  for  100  shares.  You  should  therefore 
determine,  before  you  agree  to  a  purchase, 
what  the  actual  sales  price  (before  the 
markup)  will  be  for  the  exact  number  of 
shares  you  want  to  buy. 

•  The  brokerage  firm's  compensation  for 
the  trade.  A  markup  is  the  amount  a  dealer 
adds  to  the  wholesale  offer  price  of  the  stock 
and  a  markdown  is  the  amount  it  subtracts 
from  the  wholesale  bid  price  of  the  stock  as 
compensation.  A  markup/markdown  usually 
serves  the  same  role  as  a  broker's 
commission  on  a  trade.  Most  of  the  firms  in 
the  penny  stock  market  will  be  dealers,  not 
brokers. 

•  The  compensation  received  by  the 
brokerage  firm’s  salesperson  for  the  trade. 
The  brokerage  firm  must  disclose  to  you,  as  a 
total  sum,  the  cash  compensation  of  your 
salesperson  for  the  trade  that  is  known  at  the 
time  of  the  trade.  The  firm  must  describe  in 
the  written  confirination  the  nature  of  any 
other  compensation  of  your  salesperson  that 
is  unknown  at  the  time  of  the  trade. 

In  addition  to  the  items  listed  above,  your 
brokerage  firm  must  send  to  you: 

•  Monthly  account  statements.  In  general, 
your  brokerage  firm  must  send  you  a  monthly 
statement  that  ^ves  an  estimate  of  the  value 
of  each  penny  stock  in  your  account,  if  there 
is  enough  information  to  make  an  estimate.  If 
the  firm  has  not  bought  or  sold  any  penny 
stocks  for  your  account  for  six  months,  it  can 
provide  these  statements  every  three  months. 

Legal  remedies.  If  penny  stocks  are  sold  to 
you  in  violation  of  your  rights  listed  above,  or 
other  federal  or  state  securities  laws,  you 
may  be  able  to  cancel  your  purchase  and  get 
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yonr  money  back.  If  the  stocks  are  sold  in  a 
h-audulent  manner,  you  may  be  able  to  sue 
the  persons  and  {inns  that  caused  the  fraud 
for  damages.  If  you  have  signed  an 
arbitration  agreement,  however,  you  may 
have  to  pursue  your  claim  through 
arbitration.  You  may  wish  to  ctmtact  an 
attorney.  The  SEC  is  not  authorized  to 
represent  individuals  in  private  litigation. 

However,  to  protect  yourself  and  other 
investors,  you  ^ould  report  any  violations  of 
your  brokerage  firm's  duties  listed  above  and 
other  securities  laws  to  the  SEC,  the  NASD, 
or  your  state  securities  administrator  at  the 
telephone  numbers  on  the  first  page  of  this 
document  These  bodies  have  the  power  to 
stop  fraudulent  and  abusive  activity  of 
salespersons  and  firms  engaged  in  the 
securities  business.  Or  you  can  write  to  the 
SEC  at  450  Fifth  St,  NW.,  Washington,  DC 
20549:  the  NASD  at  1735  K  Street  NW.. 
Washington.  DC  20006:  or  NASAA  at  555 
New  Jersey  Avenue,  NW.,  Suite  750, 
Washington,  DC  20001.  NASAA  will  give  you 
the  telephone  number  of  your  state's 
securities  agency.  If  there  is  any  disciplinary 
record  of  a  person  or  a  frrm.  the  NASD, 
NASAA.  or  your  state  securities  regulator 
will  send  you  this  information  if  you  ask  for 
it 

Market  InfonnatioD 

The  market  for  penny  stocks.  Penny  stocks 
usually  are  not  listed  on  an  exchange  or 
quoted  on  the  NASDAQ  system.  Instead,  they 
are  traded  between  dealers  on  the  telephone 
in  the  “over-the-counter"  market  The 
NASD's  OTC  Bulletin  Board  also  will  contain 
Information  on  some  penny  stocks.  At  times, 
however,  price  information  for  these  stocks  is 
not  publicly  available. 

Market  domination.  In  some  cases,  only 
one  or  two  dealers,  acting  as  “market 
makers,"  may  be  buying  and  selling  a  given 
stock.  You  should  fint  ask  if  a  frrm  is  acting 
as  a  broker  (your  agent)  or  as  a  dealer.  A 
dealer  buys  stock  itself  to  fill  your  order  or 
already  owns  the  stock.  A  market  maker  is  a 
dealer  who  holds  Itself  out  as  ready  to  buy 
and  sell  stock  on  a  regular  basis.  If  the  frrm  is 
a  maricet  maker,  ask  how  many  other  market 
makers  are  dealing  in  the  stock  to  see  if  the 
firm  (or  group  of  firms)  dominates  the  market 
When  there  are  only  one  or  two  market 
makers,  there  is  a  risk  that  the  dealer  or 
group  of  dealers  may  control  the  noarket  in 
that  stock  and  set  prices  that  are  not  based 
on  competitive  forces.  In  recent  years,  some 
market  makers  have  created  fraudulent 
markets  in  certain  penny  stocks,  so  that  stock 
prices  rose  suddenly,  but  collapsed  just  as 
quickly,  at  a  loss  to  investors. 

Mark-ups  and  mark-downs.  The  actual 
price  that  the  customer  pays  usually  includes 
the  mark-up  or  mark-down.  Markups  and 
markdowns  are  direct  profits  for  the  frrm  and 
its  salespeople,  so  you  should  be  aware  of 
such  amounts  to  assess  the  overall  value  of 
the  trade. 

The  “spread." The  difference  between  the 
bid  and  offer  price  is  the  spread.  Like  a  mark¬ 
up  or  mark-down,  the  spread  is  another 
source  of  profit  for  the  brokerage  firm  and 
compensates  the  frrm  for  the  risk  of  owning 
the  stock.  A  large  spread  can  make  a  trade 
very  expensive  to  an  investor.  For  some 


penny  stocks,  the  spread  between  the  bid  and 
offer  may  be  a  large  part  of  the  purchase 
price  of  the  stock.  Where  the  bid  price  is 
much  lower  than  the  offer  price,  the  market 
value  of  the  stock  must  rise  substantially 
before  the  stock  can  be  sold  at  a  profit 
Moreover,  an  investor  may  experience 
substantial  losses  if  the  stock  must  be  sold 
immediately. 

Example:  If  the  bid  is  $0.04  per  share  and 
the  offer  is  $0.10  per  share,  the  spread 
(difference)  is  $0.06,  which  appears  to  be  a 
small  amount  But  you  would  lose  $0.06  on 
every  share  that  you  bought  for  $0.10  if  you 
had  to  sell  that  stock  immediately  to  the 
same  firm.  If  you  had  invested  $5,000  at  the 
$0.10  offer  price,  the  market  maker's 
repurchase  price,  at  $0.04  bid.  would  be  only 
$2,000;  thus  you  would  lose  $3,000,  or  more 
than  half  of  your  investment  if  you  decided 
to  sell  the  stock.  In  addition,  you  would  have 
to  pay  compensation  (a  “mark-up,"  “mark¬ 
down,"  or  commission)  to  buy  and  sell  the 
stock. 

In  addition  to  the  amount  of  the  spread,  the 
price  of  your  stock  must  rise  enough  to  make 
up  for  the  compensation  that  the  dealer 
charged  you  %vhen  it  first  sold  you  the  stock. 
Then,  when  you  want  to  resell  the  stock,  a 
dealer  again  will  charge  compensation,  in  the 
form  of  a  markdown.  The  dealer  subtracts  the 
markdown  from  the  price  of  the  stock  when  it 
buys  the  stock  from  you.  Thus,  to  make  a 
profit  the  bid  price  of  your  stock  must  rise 
above  the  amount  of  the  original  spread,  the 
markup,  and  the  markdown. 

Primary  offerings.  Most  penny  stocks  are 
sold  to  the  public  on  an  ongoing  basis. 
However,  dealers  sometimes  sell  these  stocks 
in  initial  public  offerings.  You  should  pay 
special  attention  to  stocks  of  companies  that 
have  never  been  offered  to  the  public  before, 
because  the  market  for  these  stocks  is 
untested.  Because  the  offering  is  on  a  first¬ 
time  basis,  there  is  generally  no  market 
information  about  the  stock  to  help  determine 
its  value.  The  federal  securities  laws 
generally  require  broker-dealers  to  give 
investors  a  “prospectus,”  which  contains 
information  about  the  objectives, 
management,  and  financial  condition  of  the 
issuer.  In  the  absence  of  maricet  information, 
investors  should  read  the  cximpany's 
prospectus  with  special  care  to  find  out  if  the 
stocks  are  a  good  investment.  However,  the 
prospectus  is  only  a  description  of  the  current 
condition  of  the  company.  The  outlook  of  the 
start-up  companies  described  in  a  prospectus 
often  is  very  uncertain. 

For  more  information  about  penny  stocks. 
contact  the  Office  of  Filings,  Infonnatioa  and 
Consumer  Services  of  the  U.S.  Securities  and 
Exchange  Commission,  450  Fifth  Street.  NW., 
Washington.  DC  20549.  (202)  272-7440. 

Dated:  April  20, 1992. 

By  the  Commission. 

Margaret  H.  McFarland. 

Deputy  Secretary. 

[FR  Doa  92-9602  Filed  4-27-92;  a-4S  am) 
BILUNQ  CODE  SOlO-01-M 


SECURITIES  AND  EXCHANGE 
COMMISSION 

17  CFR  Parts  230  and  240 

[ReleaM  Nos.  33-«932;  34-30577;  IC-ia0511 

RIN3235-A054 

Blank  Check  Offerings 

agency:  Securities  and  Exchange 
Commission. 

ACTKMi:  Final  rules. 

SUMMARY:  To  implement  provisions  of 
the  Securities  Enforcement  Remedies 
and  Penny  Stock  Reform  Act  of  1990 
(“Penny  Stock  Reform  Act"),  the 
Commission  today  is  adopting  rules 
relating  to  registration  statements  filed 
by  blank  check  companies  offering 
penny  stock.  The  rules  include 
requirements  to  deposit  in  a  special 
account  securities  issued  and  funds 
received  in  the  offering,  prohibit  trading 
in  deposited  securities,  disclose 
information  regarding  acquisitions  by 
the  blank  check  company,  provide 
purchasers  with  the  right  to  obtain  a 
refund  of  deposited  funds  upon  receipt 
of  the  information,  and  return  deposited 
funds  to  investors  if  an  acquisition 
meeting  specified  criteria  has  not  been 
consummated  within  18  months  after  the 
initial  offering  date. 

EFFECTIVE  OATES:  April  28, 1992.  The 
rules  will  apply  to  registration 
statements  filed  by  blank  check 
companies  on  or  after  April  28, 1992,  as 
well  as  registration  statements  pending 
on  that  date. 

FOR  FURTHER  INFORMATION  CONTACT: 

Richard  P.  Konrath,  Office  of  Disclosure 
Policy,  Division  of  Corporation  Finance. 
Securities  and  Exchange  Commission, 
450  Fifth  St.,  NW.,  Washington,  DC 
20549,  (202)  272-2589. 

SUPPLEMENTARY  INFORMATION:  The 
Commission  today  is  adopting  new  Rule 
419  under  the  Securities  Act  of  1933 
(“Securities  Act"),*  new  Rule  15g-8 
under  the  Securities  Exchange  Act  of 
1934  (“Exchange  Act"),*  and  an 
amendment  to  Securities  Act  Rule  174.* 

I.  Executive  Summary  and  Background 

In  adopting  the  Penny  Stock  Reform 
Act.*  Congress  recognized  that  fraud 


■  IS  US.C  77a  et  se^.  (1988). 

*  IS  U.&C  78a  at  seq.  (1988) 
» 17  CPR  230.174. 

♦  S.847.  Pub.  L  101-429. 
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undermines  investor  confidence  and 
thereby  inhibits  capital  formation.^ 
Finding  blank  check  offerings  to  be  a 
common  vehicle  for  fraud  and 
manipulation  in  the  penny  stock  market. 
Congress  expressly  directed  the 
Commission  to  adopt  rules  governing 
registration  statements  Hied  by  blank 
check  companies  offering  penny  stock.® 
The  statute  states  that  the  special  rules 
may  include  additional  disclosure 
requirements,  limitations  on  the  use  of 
proceeds  and  the  distribution  of 
securities  by  the  issuer  until  the  required 
disclosure  has  been  made,  and  a  right  of 
rescission  to  shareholders  who  invested 
in  the  offering. 

Pursuant  to  that  mandate,  the 
Commission  published  for  comment 
proposed  Rule  419  under  the  Securities 
Act,  new  Rule  15g-8  under  the  Exchange 
Act,  and  an  amendment  to  Securities 
Act  Rule  174.’  Those  proposals 
prescribed  registration  procedures  for 
offerings  by  blank  check  companies 
designed  to  assure  adequate  disclosure 
and  restrict  the  potential  for  market 
manipulation.® 

The  Commission  today  is  adopting 
Rule  419  substantially  as  proposed,  with 
changes  discussed  below.®  The  rule 
requires  funds  received  and  securities 
issued  in  an  offering  of  penny  stock  by  a 
blank  check  company  to  be  placed  in  an 
escrow  or  trust  account  ("Rule  419 
Account")  until  consummation  of  an 
acquisition(s]  in  which  the  fair  value  of 
the  business(es)  or  the  net  assets  that 
constitute  a  business  ("net  assets”) 
acquired  represents  at  least  80  percent 
of  die  maximum  offering  proceeds, 
including  amounts  received  or  to  be 
received  upon  exercise  or  conversion  of 
securities  offered  but  excluding 
underwriter  compensation  payable  to 
non-afffliates.  The  conditions  include 
the  filing  of  a  post-effective  amendment 
upon  execution  of  an  agreement  for  the 


»  See  H.R.  Rep.  No.  101-617;  101  Cong.,  2d.  Sess. 
at  23  (1990). 

•  See  H Jl.  Rep.  No.  101-617;  101  Cong.,  2d.  Sess. 
10-11, 15  (1990).  Of  the  179  registration  statement 
filings  received  and  reviewed  by  the  Commission's 
regional  offices  in  calendar  year  1991, 
approximately  36  percent  involved  blank  check 
offerings  (48  percent  by  dollar  amount  of  the 
offering). 

’  Release  No  33-6891  (April  17, 1991)  (56  FR 
19201)  ("Proposing  Release"). 

•  Twelve  letters  of  comment  were  received  in 
response  to  the  proposals.  The  comment  letters  and 
a  staff  summary  of  the  letters  may  be  inspected  and 
copied  at  the  Commission's  Public  Reference  Room 
(File  No.  S7-10-91). 

•  The  Penny  Stock  Reform  Act  also  mandated 
adoption  of  rules  regarding  secondary  market 
trading  in  penny  stocks.  Pursuant  to  that  mandate, 
the  Commission  is  adopting  today,  inter  alia,  a 
definition  of  the  term  "penny  stock,"  which  is 
referred  to  in  Rule  419,  as  discussed  in  II.A.  infra. 
See  Release  No.  34-30608  (April  20. 1992). 


acquisition  of  a  business  or  assets 
meeting  the  above  criteria.  Upon  receipt 
of  the  prospectus  describing  the 
acquisition(s),  purchasers  will  have  the 
opportunity  to  have  their  deposited 
funds  (less  certain  withdrawals) 
returned.  Funds  will  not  be  released 
from  the  Rule  419  Account  to  the 
registrant  until  the  acquisition(s) 
meeting  the  specified  criteria  is 
consummated.  If  such  an  acquisition 
does  not  occur  within  18  months  after 
the  effective  date  of  the  initial 
registration  statement,  funds  must  be 
returned  to  purchasers. 

The  Commission  also  is  adopting,  as 
proposed,  new  Exchange  Act  Rule  15g-8 
and  an  amendment  to  Securities  Act 
Rule  174.  Rule  15g-8  prevents  trading  of 
securities  held  in  the  Rule  419  Account. 
Securities  Act  Rule  174  has  been 
amended  to  provide  that  the  statutory 
prospectus  delivery  period  would  not 
terminate  until  90  days  following  the 
release  of  the  blank  check  company’s 
securities  from  the  Rule  419  Account. 

The  principal  changes  from  the 
proposed  rules  are  as  follows.  First,  as 
adopted,  funds  to  pay  certain  expenses 
to  underwriters  or  dealers  unaffiliated 
with  the  registrant  need  not  be 
deposited  in  the  Rule  419  Account, 
regardless  of  whether  the  offering  is  on 
a  firm  commitment  or  contingent 
basis.’®  Second,  the  registrant  may  use 
up  to  10  percent  of  the  offering  proceeds 
affer  payment  of  unaffiliated 
underwriter  and  dealer  compensation, 
regardless  of  whether  the  offering  is  on 
a  firm  commitment  or  contingent 
basis.”  Third,  execution  of  an 
agreement  for  the  acquisition(s)  of  a 
business(es)  or  assets  meeting  specified 
criteria,  rather  than  consummation  of 
the  acquisition(s),  will  trigger  the 
requirement  to  file  a  post-effective 
amendment  under  Rule  419(e).  However, 
the  release  of  funds  from  the  Rule  419 
Account  to  the  registrant  will  not  be 
permitted  until  the  acquisition(s)  is 
consummated.  Fourth,  the  criteria  that 
the  acquisition(s)  must  meet  have  been 
modified  to  provide  that  the  fair  value  of 
the  business(es)  or  net  assets  to  be 
acquired  must  represent  80  percent  of 
the  maximum  offering  proceeds, 
including  funds  received  or  to  be 
received  upon  exercise  or  conversion  of 
securities  offered.  Finally,  the  rule  has 
been  reorganized  for  clarity. 


Note,  however,  the  discussion  of  Exchange  Act 
Rule  15c2-4  (17  CFR  240.15c2-4)  in  II.B.l,  infra. 

"Id. 


II.  Discussion  of  the  Rules 

A.  Scope  of  Rule  419 

Rule  419  applies  to  every  registration 
statement  filed  under  the  Securities  Act 
relating  to  an  offering  by  a  blank  check 
company.”  The  term  “blank  check 
company,”  restructured  from  the 
proposal,’®  means  a  development  stage 
company  ’■*  that  either  has  no  specific 
business  plan  or  purpose,  or  has 
indicated  that  its  business  plan  is  to 
engage  in  a  merger  or  acquisition  with 
an  unidentified  company  or  companies; 
and  is  issuing  “penny  stock”  as  defined 
in  Exchange  Act  Rule  3a51-l.’®  Rule  419 
does  not  apply  to  offerings  by  small 
businesses  other  than  blank  check 
companies,  such  as  investments  in 
limited  partnerships  or  other  direct 
participation  programs  (sometimes 
called  "blind  pools”)  where  a  detailed 
plan  of  business  is  developed,  but 
specific  investment  properties  are 
unidentified  [e.g.,  a  real  estate  limited 
partnership  formed  to  invest  in 
apartment  buildings  that  have  not  yet 
been  selected).’®  Likewise,  start-up 
companies  with  specific  business  plans 
are  not  subject  to  Rule  419,  even  if 
operations  have  not  commenced  at  the 
time  of  the  offering. 

In  the  Proposing  Release,  comment 
was  solicited  as  to  whether  the 
definition  of  "blank  check  company” 
should  include  companies  that  do  not 
have  a  specific  percentage  of  offering 
proceeds  committed  to  a  specific 
business  plan  or  purpose  or  an 
identified  acquisition.  While  the 
Commission  has  determined  not  to 
adopt  a  specific  percentage  test  as  this 
time,  it  will  scrutinize  registered 
offerings  for  attempts  to  create  the 
appearance  that  the  registrant  is  not  a 
development  stage  company  or  has  a 


**  Rule  419(a)(1).  Offerings  pursuant  to  Regulation 
A  [17  CFR  230.251  et  seq.  (1991))  and  Regulation  D 
(17  CFR  230.501  et  seq.  (1991))  under  the  Securities 
Act  are  not  subject  to  Rule  419.  But  see  Securities 
Act  Release  No.  6924  [57  FR  9768]  (March  23. 1992). 
proposing  to  exclude  blank  check  offerings  from 
Regulation  A. 

Rule  419(a)(2)  corresponds  to  the  definition  of 
"blank  check  company"  in  section  7(b)(3)  of  the 
Securities  Act  (15  U.S.C.  77g(b)(3)). 

A  development  stage  company  is  defined  in 
Rule  l-02(h)  of  Regulation  S-X  (17  CFR  210.1-02(h)) 
as  a  company  that  is  devoting  substantially  all  of  its 
efforts  to  establishing  a  new  business  in  which 
planned  principal  operations  have  not  commenced, 
or  have  commenced  but  there  has  been  no 
significant  revenue  therefrom. 

“  17  CFR  240.3a51-l,  adopted  in  Release  No.  34- 
30608  (April  20, 1992);  see  n.9,  supra. 

'*  The  Commission  has  recently  issued  an 
interpretative  release  designed  to  enhance  the 
quality  of  information  provided  to  investors  in 
connection  with  limited  partnership  transactions. 
See  Release  No.  33-6900  (56  FR  28979)  (June  17. 
1991). 
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specific  business  plan,  in  an  effort  to 
avoid  the  application  of  Rule  419. 

B.  Rule  419  Account 

1.  Deposit  of  Funds  Into  an  Escrow  or 
Trust  Account 

Rule  419  requires  the  proceeds 
received  pursuant  to  a  blank  check 
offering  to  be  deposited  into  (i)  an 
escrow  account  maintained  by  an 
insured  depository  institution  ‘’or  (ii)  a 
separate  bank  account  established  by  a 
broker  or  dealer  acting  as  trustee  for 
persons  having  beneficial  interests  in 
the  account If  funds  and  securities 
are  deposited  into  an  escrow  account 
maintained  by  an  insured  depository 
institution,  that  institution's  deposit 
account  records  must  specify  that  funds 
are  held  for  the  named  purchasers  of  the 
securities  in  accordance  with  specified 
regulations  of  the  Federal  Deposit 
Insurance  Corporation.’®  If  funds  are 
deposited  in  a  separate  bank  account  by 
a  broker  or  dealer  acting  as  a  trustee, 
the  books  and  records  of  the  broker  or 
dealer  must  indicate  the  name,  address, 
and  interest  of  each  person  for  whom 
the  account  is  held.*® 

As  proposed.  Rule  419  would  have 
required  all  proceeds  received  in  a 
contingent  offering  [i.e.,  offering  on  an 
all-or-none  or  part-or-none  basis)  to 
remain  in  the  Rule  419  Account  until 
termination  of  that  account.  By  contrast, 
in  a  firm  commitment  offering  imder  the 
proposed  rule,  underwriting 
commissions,  underwriting  expenses, 
and  dealer  allowances  of  entities 
unaffiliated  with  the  registrant  were 


Rule  419(bKlMi){A|.  Section  3(c)(2)  of  the 
Federal  Deposit  Insurance  Act  (12  U.S.C.  1B13(c)(2) 
(1991))  defines  "insured  depository  institution"  to 
mean  any  bank  or  savings  and  loan  association 
with  deposits  insured  by  the  Federal  Deposit 
Insurance  Corporation.  See  also  12  U.S.C.  1613(1) 
(1991):  and  12  U.SXI.  1821  (1991).  as  well  as  FDIC 
86-47. 1968  FDIC  Interp.  Ur.  Lexis  47  (|uly  IS.  1986) 
as  to  federal  deposit  insurance  governing  such 
accounts.  If  there  is  a  material  risk  of  non-insurance 
of  purchasers*  funds  resulting  from  deposits  in 
excess  of  the  insured  amounts,  appropriate 
disclosure  should  be  included  in  the  prospectus.  See 
Rule  419(c)(1). 

•*  Rule  419(b){l)(i)(B).  A  broker-dealer  acting  as 
trustee  under  Rule  419  must  have  net  capital  equal 
to  or  greater  than  $23,000.  See  Rule  13c3-l  under  the 
Exchange  Act  (17  CFR  24ai5c3-l). 

>0  Rule  419(bKl)(ii).  Under  S  330.1  of  the 
regulations  of  the  Federal  Deposit  Insurance 
Corporation  ("FDIC")  (12  CFR  330.1).  the  deposit 
account  records  of  the  insured  bank  are  conclusive 
as  to  the  existence  of  insurance  coverage  for  a 
deposit.  The  relationship  under  which  funds  are 
deposited  (e.g.,  trustee,  agent  custodian  or  executor) 
must  be  cleariy  established  by  the  deposit 
agreement  and  dearly  indicated  in  the  deposit 
account  records  to  permit  a  ciahn  for  deposit 
insurance.  The  details  of  die  relationship  and 
interests  of  other  parties  in  the  account  must  be 
ascertainable  either  from  the  records  of  the  bank  or 
records  of  the  depositor. 

Rule  419(b)(l)(ii). 


excluded  from  amounts  required  to  be 
deposited,  and  up  to  ten  percent  of  the 
proceeds  to  be  deposited  could  be  used 
by  the  registrant  In  response  to 
commenter  concerns  regarding  this 
disparate  treatment  Rule  419,  as 
adopted,  permits  excluding  underwriting 
commissions,  underwriting  expenses, 
and  dealer  allowances  of  entities 
unaffiliated  with  the  registrant  from 
amounts  required  to  be  deposited, 
regardless  of  whether  the  offering  is  on 
a  firm  commitment  or  contingent 
basis.®*  Moreover,  ten  percent  of  the  net 
proceeds,  after  payment  of  underwriter 
and  dealer  compensation,  may  be 
released  to  the  registrant  as  the 
proceeds  are  deposited  in  both 
contingent  and  ffrm  commitment 
offerings,** 

Unlike  Rule  419,  Exchange  Act  Rule 
15c2-4  **  does  not  permit  the  payment 
of  underwriting  commissions, 
underwriting  expenses,  and  dealer 
allowances  from  proceeds  required  to  be 
deposited,  and  prohibits  the  disbursal  of 
deposited  funds  to  the  registrant  in  a 
contingent  offering  until  the  specified 
contingency  is  satisfied.  With  respect  to 
a  blank  check  offering  subject  to  both 
Rule  419  and  Rule  15c2-4,  the 
requirements  of  Rule  15c2-4  are 
applicable  only  until  the  conditions  of 
the  offering  governed  by  that  Rule  are 
met  [e.g.,  reaching  the  minimum  in  a 
part-or-none  offering).  Upon  satisfaction 
of  those  conditions.  Rule  419  continues 
to  govern  the  use  of  offering  proceeds.** 
This  interplay  between  Rule  15c2-4  and 
Rule  419  is  required  to  be  disclosed  in 
the  initial  registration  statement  filed  by 
the  blank  check  company.** 


Rule  419(b)(2)(i). 

**  Rule  419(b)(2)(vi).  For  example,  if  a  registrant 
making  a  $5  million  blank  check  offering  receives 
$100,000,  amounts  needed  to  pay  the  portion 
allocated  to  underwriter  compensation  [e.g., 

$10,000)  and  ten  percent  of  the  remainder  ($8,000) 
may  be  paid  to  the  underwriter  and  the  issuer, 
respectively.  The  remaining  $61,000  would  be 
invested  in  the  Rule  419  Account. 

Under  Rule  lSc2-4.  in  a  best  efforts  distribution 
of  securities  conducted  on  an  "ail  or  none’*  basis,  or 
on  any  other  basis  in  which  payment  will  not  be 
made  to  the  issuer  until  some  further  event  or 
contingency  occurs,  a  broker-dealer  participant  is 
obligated  either  to  segregate  funds  received  in  a 
separate  bank  account,  as  agent  or  trustee,  or  to 
deposit  promptly  such  funds  with  a  bank  pursuant 
to  a  written  escrow  agreement,  pending  the 
occurrence  of  the  contingency.  Under  Rule  lSc3-l(b) 
(17  CFR  240.15c3-l(b)),  broker-dealers  that  do  not 
carry  customer  accounts  or  that  are  affiliated  with 
the  issuer  must  deposit  offering  funds  in  an  escrow 
account  estabitshed  at  a  bank. 

**  An  explanatory  note  has  been  added  to  Rule 
419(b). 

Rule  419(c).  See  also  the  discussion  of  Rule 
lOb-9  (17  CFR  240.10b-)  in  Il.C  infra. 


For  example,  a  r^istrant  makes  a 
blank  check  offering  on  a  best  efforts, 
part-or-none  basis,  through  an 
unaffiliated  underwriter,  the  terms  of 
which  provide  that  the  minimum  offering 
is  $500,000,  which  must  be  received  on 
or  before  October  1, 1992,  and  the 
maximum  offering  is  $1  million.  If 
$500,000  is  raised  by  the  specified  date, 
securities  can  continue  to  be  sold  until 
the  stated  maximum  of  $1  million  is 
raised.  Until  the  earlier  of  the 
satisfaction  of  the  contingency  or 
October  1. 1992,  Rules  419, 15c2-4  and 
lOb-9  apply  and  no  offering  proceeds 
may  be  released  from  deposit  If  on 
October  1. 1992,  $5(X),(XX)  has  not  been 
raised  proceeds  must  be  returned 
promptly  to  investors  pursuant  to  Rules 
15c2-4  and  lOb-9. 

If  on  October  1. 1992,  at  least  $500,000 
has  been  raised  and  the  other 
obligations  under  Rules  15c2-4  and  10b- 
9  have  been  satisfied,  such  obhgations 
cease  but  funds  would  continue  to  be 
held  pursuant  to  Rule  419.  A  $504XX) 
underwriter  commission  (assuming  a  10 
percent  commission  to  non-affiliates) 
may  be  paid  on  October  2. 1992.  Ten 
percent  of  die  remaining  proceeds  of 
$450,(X)0  or  $454XX),  may  be  paid  to  the 
registrant,  leaving  $405,000  of  offering 
proceeds,  as  well  as  the  securities 
issued,  in  the  Rule  419  Account.  As 
further  offering  proceeds  are  received, 
for  example.  $1XX)0  on  October  2, 1992. 
underwriters  may  be  paid  commissions 
($100)  and  the  registrant  may  receive  10 
percent  of  the  remainder  ($90).  leaving 
$810  of  proceeds  to  be  deposited  in  the 
Rule  419  Account.  Thus,  $405,810  of  the 
offering  proceeds  is  held  in  Rule  419 
Account. 

Contemplating  the  use  of  escrowed 
funds  and  bank  borrowings,  on 
December  1, 1992,  the  registrant  Hies  a 
post-effective  amendment  reflecting  the 
execution  of  an  acquisition  agreement 
accounting  for  $850,000,  which 
represents  in  excess  of  80  percent  of  the 
maximum  offering  proceeds  of. 
$900,000.**  Once  the  post-effective 
amendment  is  effective,  the  registrant 
must  distribute  the  prospectus  to 
investors.  Assume  Aat  investors  request 
refunds  of  $20,000  so  that  proceeds  now 
in  the  Rule  419  Account  total  $385,810. 
The  registrant  would  not  be  required 
pursuant  to  Rule  lOb-9  to  refund  offering 
proceeds  for  failure  to  maintain  the 
stated  $500,000  minimum  offering 
amount.  A  broker  would  not  be  deemed 


**  Althou^  the  maximum  was  $1  million,  for 
purposes  of  the  60  percent  calculation.  Rule 
419(e)(1)  permits  the  exclusion  of  underwriter  and 
dealer  compensation  payable  to  non-aflUiates. 
which  would  amount  to  $100,000  in  this  example. 
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to  be  in  violation  of  Rule  15c2-4  for 
having  received  commissions  after 
October  1,  since  the  minimum  offering 
terms  were  met  as  initially  specified. 

Funds  deposited  in  a  Rule  419 
Account  and  interest  or  dividends 
thereon  must  be  held  for  the  sole  benefit 
of  the  purchasers  in  one  of  the 
following  accounts:  (1)  An  obligation 
that  constitutes  a  "deposit”  as  that  term 
is  defined  in  section  3(1]  of  the  Federal 
Deposit  Insurance  Act:  (2)  securities 
of  any  open-end  investment  company 
registered  under  the  Investment 
Company  Act  of  1940  that  holds  itself 
out  as  a  money  market  fund  or  (3) 
securities  that  are  direct  obligations  of, 
or  obligations  guaranteed  as  to  principal 
or  interest  by,  the  United  States.®® 
Commenters  expressed  concern 
regarding  the  potential  fluctuation  in 
value  of  government  securities  and  the 
ability  to  liquidate  those  securities 
within  time  periods  specified  in  Rule 
419.  Although  the  Rule  continues  to 
permit  investments  in  government 
securities,  registrants  are  cautioned  that 
such  an  investment  would  be 
inappropriate  unless  the  instrument 
could  be  readily  sold  or  otherwise 
disposed  of  for  cash  within  the 
constraints  of  Rule  419  without  any 
dissipation  of  offering  proceeds 
invested.®* 

•  The  proposing  release  solicited 
comment  regarding  the  registration  of 
the  Rule  419  Account  as  an  investment 
company  under  the  Investment 
Company  Act.  Although  a  Rule  419 
Account  may  be  an  investment  company 
under  the  Investment  Company  Act  of 
1940,®®  in  light  of  the  purposes  served 

Rule  419(b)(2)(iii).  Rule  419(a)(3)  defines 
"purchaser”  as  any  person  acquiring  securities  in 
the  offering,  for  cash  or  otherwise,  including 
promoters  or  others  receiving  securities  as 
compensation  in  connection  with  the  offering. 

»•  12  U.S.C.  1813(1)  (1991). 

Money  market  funds  are  open-end 
management  investment  companies  registered 
under  the  Investment  Company  Act  of  1940 
("Investment  Company  Act”)  15  U.S.C.  80a-l  et  seij.) 
that  invest  in  short-term  debt  instruments.  There  are 
currently  710  money  market  funds  with  over  $538 
billion  in  assets.  See  IBC/Donoghue's  Money  Fund 
Report  (Feb.  8, 1991).  Most  money  market  funds 
maintain  a  stable  price  of  $1.00  per  share.  The 
stable  $1.00  per  share  prices  has  encouraged 
investors  to  view  money  market  funds  as  an 
alternative  to  bank  deposit  and  checking  accounts, 
even  though  money  market  funds  lack  federal 
deposit  insurance.  See  Investment  Company  Act 
Release  No.  18005  (February  20, 1991)  (56  FR  8113), 
at  n.  2  and  3. 

Rule  419  (b)(2)(iv). 

A  cautionary  note  has  been  set  forth  in  the 
Rule.  The  staff  of  the  Division  of  Market  Regulation 
has  articulated  this  approach  with  respect  to 
investments  in  government  securities  in  the  context 
of  Exchange  Act  Rule  15c2-4.  See  NASD  Notice  to 
Members  84-7  (January  30, 1984) 

See  Prudential  Insurance  Co.  v.  S.E.C.,  328  F.2d 
383  13d  Cir.  1964),  cert  denied.  377  U.S.  953  (1964)  (a 


by  the  regulatory  requirement  to 
establish  such  an  account,  the  limited 
nature  of  the  investments,  and  the 
limited  duration  of  the  account,  such  an 
account  will  neither  be  required  to 
register  as  an  investment  company  nor 
regulated  as  an  investment  company  as 
long  as  it  meets  the  requirements  of  Rule 
419. 

2.  Deposit  of  Securities  Into  and  Escrow 
or  Trust  Account 

Requirements  regarding  the  deposit  of 
securities  into  the  Rule  419  Account  are 
adopted  as  proposed.  Accordingly,  all 
securities  sold  in  an  offering  by  a  blank 
check  company,  as  well  as  securities 
issued  in  connection  with  the  offering  to 
underwriters,  promoters  or  others  as 
compensation  or  otherwise,  must  be 
placed  in  the  Rule  419  Account  and 
subject  to  the  following  conditions.®® 

The  securities  must  be  issued  in  the 
name  of  the  purchaser,  remain  in  that 
form,  and  held  for  the  sole  benefit  of 
purchasers,  who  will  have  the  voting 
rights,  if  any,  provided  by  applicable 
state  law.®*  In  addition,  deposited 
securities  may  not  be  transferred  or 
disposed  of,  except  by  will  or  the  laws 
of  descent  and  distribution,  pursuant  to 
a  qualified  domestic  relations  order  as 
deffned,  or  to  permit  the  exercise  or 
conversion  of  derivative  securities  held 
in  the  escrow  or  trust  account.®* 

Frequently,  securities  sold  by  blank 
check  companies  are  issued  in  units 
consisting  of  common  stock  and 
warrants  or  convertible  securities 
relating  to  the  common  stock  [e.g.,  a  unit 
consisting  of  one  share  of  common  stock 
and  two  common  stock  warrants  or 
other  derivative  securities  relating  to  the 
common  stock).  While  permitting  the 
exercise  or  conversion  of  securities  held 
in  a  Rule  419  Account,  Rule  419  requires 
the  deposit  of  securities  received  upon 
exercise  or  conversion,  as  well  as  any 
cash  or  other  consideration  paid  in 
connection  with  exercise  or 
conversion.®* 

"fund”  need  not  be  a  recognizable  business  entity  in 
order  to  be  an  issuer  for  purposes  of  the  investment 
Company  Act). 

Rule  419(b)(3)(i).  Securities  issued  for 
consideration  other  than  cash  (e.g.,  as  a  dividend) 
also  must  be  deposited,  as  well  as  securities  issued 
in  respect  of  already  deposited  securities  (e.g., 
securities  issued  as  a  result  of  a  stock  split  or 
dividend  or  upon  exercise  or  conversion). 

Rule  419(b)(3)(ii).  Upon  request  by  the 
Commission  or  the  staff,  the  registrant  would  be 
required  to  furnish  as  supplemental  information  the 
names  and  addresses  of  purchasers  of  securities  in 
the  Rule  419  Account.  Rule  419(b)(5). 

Rule  419(b)(3)  (ii)  and  (iii). 

Rule  419(b)(3)(iii). 


3.  Prohibition  on  Trading  in  Deposited 
Securities 

Exchange  Act  Rule  15g-6  is  adopted 
as  proposed.  Following  the  initial  sale  of 
the  blank  check  company’s  securities, 
new  Exchange  Act  Rule  15g-8  prohibits 
any  sale  of  deposited  securities  or 
interests  in  these  securities  until  the 
securities  are  released  from  the  Rule  419 
Account.  Therefore,  contracts  of  sale  to 
be  satisfied  by  delivery  of  the  deposited 
security,  such  as  contracts  for  sale  on  a 
when,  as,  and  if-issued  basis,  and  sale 
of  derivative  securities  settled  by 
delivery  of  the  security,  such  as  a 
physically-settled  option  on  the  security, 
are  prohibited  by  Rule  15g-8  while  the 
securities  are  in  the  Rule  419  Account.  In 
addition.  Rule  15g-8  prohibits  the  sale  of 
other  interests  based  on  the  deposited 
security,  whether  or  not  physical 
delivery  is  required. 

C.  Release  of  Funds  and  Securities  From 
the  Rule  419  Account 

To  effect  release  of  funds  and 
securities  from  the  Rule  419  Account,  the 
following  conditions  must  be  met.  First, 
the  registrant  must  execute  an 
agreement  for  the  acquisition(s]  of  a 
business(es]  or  assets  for  which  the  fair 
value  of  the  business(es}  or  net  assets  to 
be  acquired  represents  at  least  80 
percent  of  the  maximum  offering 
proceeds,  including  funds  received  or  to 
be  received  upon  exercise  or  conversion 
of  securities  offered,  but  excluding 
underwriting  commissions,  underwriting 
expenses  and  dealer  allowances 
payable  to  non-affiliates.®’  Second, 
upon  execution  of  that  agreement,  the 
registrant  must  file  a  post-effective 
amendment  with  the  Commission 
providing  the  disclosure  required  by 
Rule  419(e).®®  Third,  no  later  than  five 
business  days  after  the  effective  date  of 
that  post-effective  amendment,  the 
registrant  must  send  each  purchaser  a 
copy  of  the  prospectus  contained  in  the 
post-effective  amendment  and  any 
amendment  or  supplement  thereto.®* 

Rule  41S(e)(l).  The  acquisition  must  constitute 
the  business  or  a  line  of  business  of  the  registrant. 
Two  or  more  acquisitions  that  together  mer- '.  the 
criteria  speciRed  in  Rule  419(e)  will  be  trea  .ed  in  the 
same  manner  as  a  single  such  acquisition. 

Id.  If  at  any  time  during  the  offering  a 
significant  acquisition  between  the  registrant  and 
another  company  is  probable,  a  post-effective 
amendment  to  the  registration  statement  would  be 
required  pursuant  to  Rule  419(d),  adopted  as 
proposed  (proposed  Rule  419(c)).  See  also  Item 
512(a)(l)(ii)  of  Regulation  S-K  (17  CFR 
229.512(a)(l)(ii)):  and  Securities  Act  Release  No. 
6383  (March  16. 1982)(47  FR  11380).  text 
accompanying  n.  80.  47  FR  at  11396. 

Rule  419(e)(2)(i). 
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Fourth,  the  registrant  must  give  each 
purchaser  no  fewer  than  20  business 
days  and  no  more  than  45  business  days 
from  the  effective  date  of  the  post¬ 
effective  amendment  to  notify  the 
registrant  that  he  or  she  elects  to  remain 
an  investor.^®  If  purchaser  notification 
is  not  received  by  the  registrant  within 
the  prescribed  time,  the  purchaser's 
deposit  must  be  refunded.  Fifth,  the 
registrant  must  consummate  the 
acquisition(s)  meeting  the  criteria  set 
forth  above.'*  ‘  Funds  may  not  be 
released  until  the  consummation  of  the 
acquisition  and  the  receipt  by  the 
escrow  agent  or  trustee  of  a  signed 
representation  from  the  registrant  that 
the  above  conditions  have  been  met.*‘ 
There  are  two  circumstances  under 
which  funds  will  be  returned  to  the 
purchaser  and  securities  returned  to  the 
registrant.  First  as  noted  above,  if  upon 
receipt  of  the  prospectus  purchasers  do 
not  confirm  an  intent  to  invest  within 
the  prescribed  time,  their  funds  must  be 
returned  to  them.*®  Second,  if  the 
conditions  noted  above  are  not  met 
within  18  months  after  the  effective  date 
of  the  registrant’s  initial  registration 
statement,  deposited  funds  must  be 
returned  to  purchasers.** 

The  following  requirements  have  been 
changed  from  the  proposals.  Execution 
of  an  agreement  for  the  acquisition(s]  of 
a  business(es)  or  assets  meeting 
specified  criteria,  rather  than 
consummation  of  the  acquisition  as 
proposed,  will  trigger  filing  of  the  post- 
elective  amendment  required  in  Rule 
419(e).  Difficulties  noted  by  commenters 
in  consummating  an  acquisition  without 
knowledge  of  the  amount  of  confirmed 
investments  prompted  this  change. 
However,  the  acquisition(s)  must  be 
consummated  before  fimds  may  be 
released  from  the  Rule  419  Account  to 
the  registrant.  The  criteria  for  the 
acquisition(s),  as  adopted,  are  that  the 
fair  value  of  the  business(es]  or  net 
assets  to  be  acquired  must  represent  at 
least  80  percent  of  the  maximum  offering 
proceeds,  including  funds  received  or  to 
be  received  upon  exercise  or  conversion 
of  securities  o^ered,  but  excluding 
underwriter  and  dealer  compensation 
payable  to  non-affiliates.*® 


«®  Rule  419(e)(2)(ii). 

♦ '  Rule  419(e)(2)(iii). 

Rule  419(e)(3)(i). 

«»Rule  419(e)(2)(ii). 

♦♦Rule  419(e)(2)(iv). 

As  proposed,  the  criteria  would  have  been  that 
the  post-effective  amendment  be  filed  upon 
consummation  of  an  acquisition  that  would  account 
for  at  least  60  percent  of  the  deposited  proceeds  or, 
where  securities  were  issued  in  the  acquisition,  the 
resulting  entity  would  have  net  tangible  assets 
equivalent  to  the  greater  of  80  percent  of  the 
deposited  proceeds  or  $100,000. 


In  the  Proposing  Release,  the 
Commission  inquired  as  to  the 
conditions  which  would  be  most 
appropriate  for  the  release  of  funds  and 
securities  from  a  Rule  419  Account. 
Following  a  review  of  the  public 
comments  and  its  experience  with  blank 
check  offerings,  the  Commission  has 
determined  that  the  protection  of 
investors  is  best  served  through  a  test 
that  is  measured  against  the  maximum 
proceeds  sought  to  be  acquired  in  the 
offering.  Thus  under  the  Rule  as 
adopted,  funds  in  a  Rule  419  Account 
may  be  disbursed  to  the  registrant  only 
when  an  amount  equivalent  to  at  least 
80  percent  of  the  maximum  offering 
proceeds  sought,  including  those 
obtainable,  currently  or  in  the  future, 
through  the  exercise  or  conversion  of 
any  security  offered,  has  been  applied  to 
an  acquisition(s)  of  a  business  or  assets 
that  constitute  the  business  or  a  line  of 
business  of  the  registrant.** 

Further,  with  respect  to  stock 
acquisitions,  the  proposing  release 
provided  that  the  resulting  entity  must 
have  net  tangible  assets  equal  to  the 
greater  of  80  percent  of  proceeds  or 
$100,000.  Since  there  is  not  a  sufficient 
basis  to  distinguish  a  cash  acquisition 
and  a  stock  acquisition  in  a  blank  check 
offering,  the  Rule  adopted  today 
provides  for  one  acquisition  standard 
applicable  to  both.  *1110  net  tangible 
asset  standard  proposed  is,  accordingly, 
unnecessary.  An  acquisition  for  either 
cash  or  securities  will  be  able  to  meet 
the  standard  if  the  fair  value  *^  of  the 
business[es]  or  net  assets  to  be  acquired 
represents  at  least  80  percent  of  the 
maximum  offering  proceeds. 

In  certain  contingent  offerings.  Rule 
419  provisions  relating  to  the  release  of 
funds  and  Exchange  Act  Rule  lOb-9 
obligations  will  apply.  Rule  lOb-9 
prohibits  as  a  “manipulative  or 
deceptive  device  or  contrivance”  under 
section  10(b)  of  the  Exchange  Act  **  any 
representation  that  a  security  is  being 
offered  on  an  "all  or  none"  or  “part  or 
none"  basis,  unless  prompt  refunds  are 
made  to  purchasers  if  the  represented 
number  of  securities  is  not  sold  at  the 
specified  price  within  the  speciHed  time 
and  the  total  amount  due  the  seller  is 
not  received  by  the  seller  by  the 
specified  date. 


♦«  Rule  419(e)(1). 

A  note  has  been  added  to  the  Rule  providing 
that  in  a  cash  acquisition,  fair  value  is  presumed  to 
be  equal  to  the  cash  paid.  When  non-cash 
consideration,  such  as  securities,  is  used,  fair  value 
is  to  be  determined  by  an  accepted  standard,  such 
as  bona  fide  sales,  forecasts  of  expected  cash  flows, 
independent  appraisals,  etc.  The  valuation  must  be 
reasonable  at  the  time  made. 

*•  15  U.S.C.  78j(b). 


Just  as  with  Rule  15c2-4,  for  blank 
check  offerings  subject  to  both  Rule  419 
and  Rule  lOb-9,  the  requirements  of  Rule 
lOb-9  apply  until  the  conditions  of  the 
offering  governed  by  that  Rule  are  met 
[e.g.,  reaching  the  minimum  in  a  part-or- 
none  offering).  Upon  satisfaction  of  Rule 
lOb-9,  the  provisions  of  Rule  419  will 
continue  to  govern.*®  Proposed  Rule 
419(b)(2)(i)(B)  would  have  required  a 
refimd  of  proceeds  if  as  a  result  of 
purchaser  refund  the  terms  of  the 
offering  governed  by  Rule  lOb-9  were  no 
longer  met,  but  that  requirement  has  not 
been  adopted.  The  initial  registration 
statement  Tiled  by  the  blank  check 
company  making  a  contingent  offering 
subject  to  Rule  lOb-9  must  disclose  that 
the  provisions  of  that  Rule  apply  only 
until  the  conditions  subject  to  that  Rule 
are  met,  but  after  satisfaction  of  such 
conditions  an  investor  is  not  guaranteed 
a  return  of  proceeds  even  if,  as  a  result 
of  investor  refund  requests  under  Rule 
419,  the  Rule  lOb-9  conditions  would  no 
longer  be  met.®°  The  risks  to  the 
investor  resulting  from  the  issuer 
receiving  less  than  the  minimum 
specified  proceeds  as  a  result  of  later 
refunds  under  Rule  419  must  be  clearly 
disclosed. 

D.  Disclosure  Obligations  Under  Rule 
419 

Disclosure  obligations  under  Rule  419 
are  adopted  substantially  as  proposed. 

1.  Disclosure  in  Initial  Prospectus 

The  initial  prospectus  for  a  Rule  419 
offering  must  describe  the  obligation  of 
the  registrant  to  deposit  funds  and 
securities  in  the  Rule  419  Account,  the 
restrictions  on  trading  in  securities  held 
in  the  Account,  and  the  conditions  for 
release  of  deposited  funds  and 
securities.®*  The  effect  of  these 
requirements  on  purchasers  and  the 
registrant’s  right  to  receive  funds  also 
must  be  described.®®  In  addition,  a  copy 
of  the  executed  escrow  or  trust 
agreement  must  be  filed  as  an  exhibit  to 
the  initial  registration  statement  and 


**  An  explanatory  note  has  been  added  to  Rule 
419(e).  See  the  example  of  the  interaction  of  Rules 
419. 15c2-4  and  lOb-9  in  II.B.l.  supra. 

Rule  419(c).  Of  course,  the  registrant  may 
choose  to  provide  that  funds  be  returned  to 
investors  if  a  minimum  is  not  met  because  of  Rule 
419  refunds. 

Rule  419(c). 

If  purchasers  receive  interest  or  dividends  on 
deposited  funds,  the  prospectus  must  set  forth  the 
tax  effect  on  the  purchaser,  including  the  possibility 
of  having  to  pay  taxes  on  such  income  and  being 
required  to  file  an  amended  tax  return  to  receive  a 
tax  refund  if  ultimately  the  interest  or  dividend 
income  is  released  to  the  blank  check  company. 
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contain  provisions  specified  in  Rule 
4m*» 

2.  Disclosure  in  Post-Effective 
Amendment  Describing  an  Acquisition 
Agreement 

A  post-effective  amendment  filed 
pursuant  to  Rule  419(e]  describing  an 
acquisition  agreement  must  contain  the 
following  information.  First,  all 
information  specified  by  the  applicable 
registration  statement  form  and  Industry 
Guides  would  be  included.^^  That 
information  would  include  financial 
statements  of  the  issuer  and  company  to 
be  acquired,  as  well  as  pro  forma 
financial  information  reflecting  the 
acquisition,  as  specified  by  the  form  and 
applicable  rules  and  regulations. 

Second,  the  gross  amount  of  offering 
proceeds  received  pursuant  to  the 
offering  would  be  required  to  be 
disclofr^  specifying  the  amounts  paid 
for  underwriter  commissions, 
underwriting  expenses  and  dealer 
allowances,  amounts  disbursed  to  the 
registrant,  and  amounts  remaining  in  the 
escrow  or  trust  account®*  Third,  the 
registrant  would  be  required  to  detail 
the  use  of  funds  received,  if  any,  under 
the  terms  of  the  escrow  or  trust 
agreement.**  This  disclosure  would 
delineate  amounts  paid  to  officers, 
directors,  promoters  and  others  and  the 
reasons  for  such  payments,  e.g., 
compensation,  reimbursement  of 
expenses,  purchase  of  assets  from  such 
individuals,  etc.  Finally,  the  post¬ 
effective  amendment  prospectus,  like 
the  initial  prospectus,  must  describe  the 
terms  of  the  offering,  including  the 
conditions  imposed  on  the  ofiering  by 
Rule  419.*^  If  funds  and  securities  are 
released  from  the  Rule  419  Account,  this 
prospectus  would  be  supplemented  by 
sticker  to  indicate  the  amount  of  funds 
and  securities  released  and  the  date  of 
release.®* 

3.  Financial  Statements 

Rule  419(f).  adopted  substantially  as 
proposed,  requires  the  blank  check 
company  to  furnish  security  holders 


Rule  419(b)(4).  Those  provisions  include  Rule 
419(b)(2)  (deposit  and  investment  of  proceeds).  Rule 
419(bH3)  (deposit  of  securities),  and  Rule  419(e)(3) 
(conditions  for  the  release  of  deposited  securities 
and  funds). 

**  Rule  419(e)(l)(i).  This  information  also  would 
be  included  in  a  poet-effective  amendment  filed 
pursuant  to  Rule  419(d)  reflecting  a  probable 
significant  acquisition. 

“  Rule  419(e)(l)(ii). 

**  /d.  In  addition.  Form  SR  under  the  Securities 
Act  (17  CFR  239.61)  requires  first-time  registrants  to 
file  with  the  Commission  at  specified  intervals 
reports  describing  its  use  of  offering  proceeds.  See 
Securities  Act  Rule  463  (17  CFR  230.463). 

Rule  419(e)(lKiii). 

Rule  419(e)(4). 


with  audited  financial  statements  for  the 
first  full  fiscal  year  of  operations 
following  the  date  an  acquisition  is 
consummated  pursuant  to  the  Rule,** 
accompanied  by  a  management's 
discussion  and  analysis  of  sudi 
information,**  no  later  than  90  days 
after  the  end  of  the  fiscal  year.**  That 
information  also  would  be  filed  with  the 
Commission  under  cover  of  Form  8-d(.** 
Pursuant  to  this  provision,  investors  in 
the  blank  check  company  would  have 
the  financial  statements  and  related 
information  for  at  least  a  full  accounting 
period  following  commencement  of 
operations  of  the  company.  If  at  the  end 
of  its  first  full  fiscal  year  of  operations 
the  blank  check  company  was  filing 
reports  pursuant  to  Action  13(a)  or 
15(d)  of  the  Exchange  Act,**  this 
requirement  would  not  be  applicable, 
since  it  would  duplicate  those  reporting 
requirements. 

E.  Amendment  to  Rule  174 
The  amendment  to  Rule  174  is 
adopted  as  proposed.  Rule  174  under  the 
Securities  Act  prescribes  prospectus 
delivery  requirements  with  respect  to 
transactions  subject  to  section  4(3)  of 
the  Securities  Act.**  Under  section  4(3), 
transactions  by  dealers  are  exempt  from 
the  prospectus  delivery  and  other 
requirements  of  section  5  of  the 
Securities  Act  unless  those  transactions 
are  within  40  days  of  the  date  securities 
were  first  offered  to  the  public,  or  90 
days  if  the  securities  have  not  been  sold 
previously  pursuant  to  an  earlier 
effective  registration  statement.  New 
paragraph  (g)  of  Rule  174  provides  that 
with  respect  to  offerings  subject  to  Rule 
419,  the  prospectus  delivery  period 
would  not  terminate  until  90  days  after 
the  release  of  funds  and  securities  from 
the  Rule  419  Account 

III.  Cost-Benefit  Analysis 

No  specific  empirical  data  was 
submitted  in  response  to  the 
Commission's  invitation  to  provide 
information  on  the  costs  and  benefits  of 
the  proposed  rules.  A  review  of  the 


**  The  registrant,  as  currently  required,  would  be 
subiect  to  section  lS(d)  of  the  ^change  Act  for  at 
least  the  first  fiscal  year  following  the  effective  date 
of  the  initial  registration  statement. 

Item  303(a)  of  Regulation  S-K  (17  CFR 
229.303(a)). 

Rule  419(0-  Proposed  Rule  419(d)(e)  required 
financial  statements  for  the  first  full  fiscal  year  of 
operations  following  the  effective  date  of  the  post¬ 
effective  amendment;  a  specific  reference  to  the 
date  of  a  consummated  acquisition  was  not 
contained  because  under  the  proposals,  unlike  the 
adopted  rules,  consummation  was  a  condition  to 
filing  the  post-effective  amendment. 

•*  17  CFR  249J08,  Item  7. 

15  U.S.C.  78m(a)  (1968):  15  U.S.C  78o(d)  (1988). 

•«  15  U.S.C.  77d(3)  (1988). 


information  provided  by  blank  check 
issuers  in  their  registration  statements 
reveals  that  their  cost  of  initial 
registration  are  typically  the  lowest  of 
any  issuers.  The  purpose  for  the 
legislative  directive  to  develop  these 
rules  was  to  counteract  many  abusive 
practices  which  were  found  in  markets 
for  blank  check  securities.  While 
additional  costs  to  registrants  and 
broker-dealers  may  result  from  the  new 
rules,  such  costs  are  expected  to  be 
outweighed  by  the  increased  protection 
of  investors  in  blank  check  offerings. 

IV.  Availability  of  Final  Regulatory 
Flexibility  Analysis 

The  Commission  has  prepared  a  Final 
Regulatory  Flexibility  Analysis, 
pursuant  to  the  requirements  of  the 
Regulatory  Flexibility  Act,**  regarding 
the  new  rules.  The  Final  Regulatory 
Flexibility  Analysis  indicates  that  the 
rules  could  impose  some  additional 
costs  on  small  broker-dealers  and  small 
issuers.  The  rules  are  designed  to 
minimize  these  costs  to  the  greatest 
extent  possible  consistent  with  the 
provisions  of  the  Penny  Stock  Reform 
Act.  A  copy  of  the  Final  Regulatory 
Flexibility  Analysis  may  be  obtained 
from  Richard  P.  Konrath,  Attorney- 
Advisor,  Office  of  Disclosure  Policy, 
Division  of  Corporation  Finance, 
Securities  and  Exchange  Commission, 
450  Fifth  Street.  NW.,  Mail  Stop  3-12, 
Washington,  D.C.  20549,  (202)  272-2589. 

V.  Effective  Date 

The  rules  relating  to  blank  check 
offerings  are  effective  upon  publication 
in  the  Federal  Register.  The  Commission 
finds  that  there  is  good  cause  to 
dispense  with  the  30  day  delay  between 
publication  and  effectiveness  normally 
required  by  the  Administrative 
Procedure  Act.**  Focusing  on 
demonstrated  abuses  in  connection  with 
blank  check  offerings  that  cause  harm  to 
investors.  Congress  in  the  Penny  Stock 
Reform  Act  directed  the  Commission  to 
enact  a  special  regulatory  scheme  that 
goes  beyond  disclosure  to  provide 
substantive  protections  to  investors. 
Congressional  concern  was  focused  on 
the  recent  history  of  blank  check 
offerings  as  an  area  rife  with  fraud  and 
manipulation,  particularly  in  view  of  the 
lack  of  information  at  the 
commencement  of  a  blank  check 
offering  about  the  manner  in  which 
proceeds  will  be  used,  and  the  potential 
for  dissipation  of  those  proceeds.  These 
abuses  were  found  to  be  inadequately 
addressed  by  the  current  regulatory 


5  U.S.C  603  (1968). 
••  5  U.S.C.  553(d)(3). 
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scheme,  and  in  need  of  immediate 
attention  in  order  to  prevent  investors 
from  further  harm.  These  abuses  and  the 
protections  that  would  be  imposed  by 
the  new  rules  have  been  publicized  in 
the  Proposing  Release  and  elsewhere. 

None  of  the  Commission’s  current 
provisions  provide  for  the  escrowing  of 
proceeds  and  securities,  the  restriction 
on  trading  in  escrowed  securities  or  the 
right  of  investors  to  obtain  the  return  of 
invested  funds  upon  receipt  of  complete 
information  about  an  acquisition. 
Congress  believed  that  such  protections 
were  needed  for  the  protection  of 
investors  in  blank  check  offerings.  Delay 
in  the  effectiveness  of  these  rules  very 
likely  could  frustrate  the  legislative 
intent  behind  the  provisions  by 
permitting  anticipatory  filings  in  order  to 
avoid  compliance.  Similarly,  a 
substantial  number  of  registration 
statements  by  blank  check  issuers  are 
currently  on  Hie  with  the  Commission. 
Very  few  provide  restrictions  on  the  use 
of  proceeds  or  other  protections  similar 
to  those  required  by  the  new  rules, 
which  are  needed  in  order  to  prevent  the 
abuse  that  was  the  subject  of 
Congressional  concern.  The  Commission 
finds  that  it  is  in  the  interest  of  investors 
that  these  rules  apply  to  both  pending  as 
well  as  future  filings  by  blank  check 
issuers. 

VI.  Statutory  Basis 

New  Rule  419  and  the  amendment  to 
Rule  174  are  being  adopted  by  the 
Commission  pursuant  to  sections  3,^^ 

4,*®  5,®*  7,’®  and  19  of  the  Securities 
Act.  New  Rule  15g-8  is  being  adopted 
pursuant  to  sections  3,’’®  9,'^®  10,’®  15,’® 
and  23  ’®  of  the  Exchange  Act. 

List  of  Subjects  in  17  CFR  Parts  230  and 
240 

Advertising,  Brokers,  Confidential 
business  information,  fraud.  Investment 
companies.  Reporting  and  recordkeeping 
requirements,  and  Securities. 

VII.  Text  of  New  Rules 

In  accordance  with  the  foregoing,  title 
17,  chapter  II  of  the  Code  of  Federal 
Regulations  is  amended  as  follows: 


®’  15  U.S.C  77c  (1988). 
**  15  U.S.C.  77d  (1988) 
*»  15  U.S.C.  77e  (1988). 
’'0  15  U.S.C.  77g  (1988). 

15  U.S.C.  778  (1988). 
”  15  U.S.C.  78c  (1988). 
’»15U.S.C  78i  (1988). 
15  U.S.C.  78)  (1988). 
15  U.S.C.  78o  (1988). 
15  U.S.C.  78w  (1988). 


PART  230— GENERAL  RULES  AND 
REGULATIONS,  SECURITIES  ACT  OF 
1933 

1.  The  authority  citation  for  part  230  is 
revised  to  read  as  follows: 

Authority:  15  U.S.C.  77b.  77c.  77d.  77e,  77f, 
77g.  77h,  77j,  778,  77888,  78c.  78/,  78m  78n.  78o, 
78w,  79t.  and  80a-37,  aa  amended,  unleaa 
otherwiae  noted. 

2.  By  amending  §  230.174  by  adding 
paragraph  (g)  to  read  as  follows: 

§  230.174  Delivery  of  prospectus  by 
dealers;  exemptions  under  section  <^3)  of 
the  Act. 

*  *  «  *  « 

(g)  If  the  registration  statement  relates 
to  an  offering  of  securities  of  a  “blank 
check  company,”  as  defined  in  Rule  419 
under  the  Act  (17  CFR  230.419],  the 
statutory  period  for  prospectus  delivery 
specified  in  section  4(3)  of  the  Act  shall 
not  terminate  until  90  days  after  the  date 
funds  and  securities  are  released  from 
the  escrow  or  trust  account  pursuant  to 
Rule  419  under  the  Act. 

3.  By  adding  §  230.419  under  the 
undesignated  center  heading  “General 
Requirements”  to  read  as  follows: 

§  230.419  Offerings  by  blank  check 
companies. 

(a)  Scope  of  the  rule  and  definitions. 

(1)  Tlie  provisions  of  this  section  shall 
apply  to  every  registration  statement 
nied  under  the  Act  relating  to  an 
offering  by  a  blank  check  company. 

(2)  For  purposes  of  this  section,  the 
term  “blank  check  company”  shall  mean 
a  company  that: 

(i)  Is  a  development  stage  company 
that  has  no  specific  business  plan  or 
purpose  or  has  indicated  that  its 
business  plan  is  to  engage  in  a  merger  or 
acquisition  with  an  unidentiHed 
company  or  companies,  or  other  entity 
or  person;  and 

(ii)  Is  issuing  “penny  stock,”  as 
defined  in  Rule  3a51-l  (17  CFR 
240.3a51-l)  under  the  Securities 
Exchange  Act  of  1934  (“Exchange  Act"). 

(3)  For  purposes  of  this  section,  the 
term  “purchaser”  shall  mean  any  person 
acquiring  securities  directly  or  indirectly 
in  the  offering,  for  cash  or  otherwise, 
including  promoters  or  others  receiving 
securities  as  compensation  in 
connection  with  the  offering. 

(b)  Deposit  of  securities  and  proceeds 
in  escrow  or  trust  account — (1)  General, 
(i)  Except  as  otherwise  provided  in  this 
section  or  prohibited  by  other  applicable 
law,  all  securities  issued  in  connection 
with  an  offering  by  a  blank  check 
company  and  the  gross  proceeds  from 
the  offering  shall  be  deposited  promptly 
into: 


(A)  An  escrow  account  maintained  by 
an  “insured  depository  institution,”  as 
that  term  is  defined  in  section  3(c)(2)  of 
the  Federal  Deposit  Insurance  Act  (12 
U.S.C.  1813(C)(2)):  or 

(B)  A  separate  bank  account 
established  by  a  broker  or  dealer 
registered  under  the  Exchange  Act 
maintaining  net  capital  equal  to  or 
exceeding  $25,(X)0  (as  calculated 
pursuant  to  Exchange  Act  Rule  15c3-l 
(17  CFR  240.15c3-l),  in  which  the  broker 
or  dealer  acts  as  trustee  for  persons 
having  the  beneficial  interests  in  the 
account. 

(ii)  If  funds  and  securities  are 
deposited  into  an  escrow  account 
maintained  by  an  insured  depository 
institution,  the  deposit  account  records 
of  the  insured  depository  institution 
must  provide  that  funds  in  the  escrow 
account  are  held  for  the  benefit  of  the 
purchasers  named  and  identified  in 
accordance  with  12  CFR  330.1  of  the 
regulations  of  the  Federal  Deposit 
Insurance  Corporation,  and  the  records 
of  the  escrow  agent,  maintained  in  good 
faith  and  in  the  regular  course  of 
business,  must  show  the  name  and 
interest  of  each  party  to  the  account.  If 
funds  and  securities  are  deposited  in  a 
separate  bank  account  established  by  a 
broker  or  dealer  acting  as  a  trustee,  the 
books  and  records  of  the  broker-dealer 
must  indicate  the  name,  address,  and 
interest  of  each  person  for  whom  the 
account  is  held. 

(2)  Deposit  and  investment  of 
proceeds,  (i)  All  offering  proceeds,  after 
deduction  of  cash  paid  for  underwriting 
commissions,  underwriting  expenses 
and  dealer  allowances,  and  amounts 
permitted  to  be  released  to  the  registrant 
pursuant  to  paragraph  (b)(2)(vi)  of  this 
section,  shall  be  deposited  promptly  into 
the  escrow  or  trust  account;  provided, 
however,  that  no  deduction  may  be 
made  for  underwriting  commissions, 
underwriting  expenses  or  dealer 
allowances  payable  to  an  affiliate  of  the 
registrant. 

(ii)  Deposited  proceeds  shall  be  in  the 
form  of  checks,  drafts,  or  money  orders 
payable  to  the  order  of  the  escrow  agent 
or  trustee. 

(iii)  Deposited  proceeds  and  interest 
or  dividends  thereon,  if  any,  shall  be 
held  for  the  sole  benefit  of  the 
purchasers  of  the  securities. 

(iv)  Deposited  proceeds  shall  be 
invested  in  one  of  the  following: 

(A)  An  obligation  that  constitutes  a 
“deposit,"  as  that  term  is  deHned  in 
section  3(7)  of  the  Federal  Deposit 
Insurance  Act  (12  U.S.C.  1813  (/)); 

(B)  Securities  of  any  open-end 
investment  company  registered  under 
the  Investment  Company  Act  of  1940  (15 
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U.S.C  80a-l  et  seq.)  that  holds  itself  out 
as  a  money  market  fund  meeting  the 
conditions  of  paragraphs  (c](2],  (c)(3). 
and  (c)(4)  of  17  CFR  270.2a-7  (Rule  2a-7) 
under  the  Investment  Company  Act;  or 
(C)  Securities  that  are  direct 
obligations  of,  or  obligations  guaranteed 
as  to  principal  or  interest  by,  the  United 
States. 

Note  to  §  230.419(b)(2)(iv):  Issuers  are 
cautioned  that  investments  in  government 
securities  are  inappropriate  unless  such 
securities  can  be  readily  sold  or  otherwise 
disposed  of  for  cash  at  the  time  required 
without  any  dissipation  of  offering  proceeds 
invested. 

(v)  Interest  or  dividends  earned  on  the 
funds,  if  any,  shall  be  held  in  the  escrow 
or  trust  account  until  the  funds  are 
released  in  accordance  with  the 
provisions  of  this  section.  If  funds  held 
in  the  escrow  or  trust  account  are 
released  to  a  purchaser  of  the  securities, 
the  purchasers  shall  receive  interest  or 
dividends  earned,  if  any,  on  such  funds 
up  to  the  date  of  release.  If  funds  held  in 
the  escrow  or  trust  account  are  released 
to  the  registrant,  interest  or  dividends 
earned  on  such  funds  up  to  the  date  of 
release  may  be  released  to  the 
registrant 

(vi)  The  registrant  may  receive  up  to 
10  percent  of  the  proceeds  remaining 
after  payment  of  underwriting 
commissions,  underwriting  expenses 
and  dealer  allowances  permitted  by 
paragraph  (b)(2)(i)  of  this  section, 
exclusive  of  interest  or  dividends,  as 
those  proceeds  are  deposited  into  the 
escrow  or  trust  account 

(3)  Deposit  of  securities,  (i)  All 
securities  issued  in  connection  with  the 
offering,  whether  or  not  for  cash 
consideration,  and  any  other  securities 
issued  with  respect  to  such  securities, 
including  securities  issued  with  respect 
to  stock  splits,  stock  dividends,  or 
similar  rights,  shall  be  deposited  directly 
into  the  escrow  or  trust  account 
promptly  upon  issuance.  Tlie  identity  of 
the  purchaser  of  the  securities  shall  be 
included  on  the  stock  certificates  or 
other  documents  evidencing  such 
securities.  See  also  17  CFR  240.15g-8 
regarding  restrictions  on  sales  of,  or 
offers  to  sell,  securities  deposited  in  the 
escrow  or  trust  account. 

(ii)  Securities  held  in  the  escrow  or 
trust  account  are  to  remain  as  issued 
and  deposited  and  shall  be  held  for  the 
sole  benefit  of  the  purchasers,  who  shall 
have  voting  rights,  if  any,  with  respect  to 
securities  held  in  their  names,  as 
provided  by  applicable  state  law.  No 
transfer  or  other  disposition  of  securities 
held  in  the  escrow  or  trust  account  or 
any  interest  related  to  such  securities 
shall  be  permitted  other  than  by  will  or 
the  laws  of  descent  and  distribution,  or 


pursuant  to  a  qualified  domestic 
relations  order  as  defined  by  the 
Internal  Revenue  Code  of  1986  as 
amended  (26  U.S.C.  1  et  seq.),  or  Title  1 
of  the  Employee  Retirement  Income 
Security  Act  (29  U.S.C.  1001  et  seq.],  or 
the  rules  thereunder. 

(iii)  Warrants,  convertible  securities 
or  other  derivative  securities  relating  to 
securities  held  in  the  escrow  or  trust 
account  may  be  exercised  or  converted 
in  accordance  with  their  terms; 
provided,  however,  that  securities 
received  upon  exercise  or  conversion, 
together  with  any  cash  or  other 
consideration  paid  in  connection  with 
the  exercise  or  conversion,  are  promptly 
deposited  into  the  escrow  or  trust 
account. 

(4)  Escrow  or  trust  agreement.  A  copy 
of  the  executed  escrow  or  trust 
agreement  shall  be  filed  as  an  exhibit  to 
the  registration  statement  and  shall 
contain  the  provisions  of  paragraphs 

(b)(2),  (b)(3).  and  (e)(3)  of  this  section. 

(5)  Request  for  supplemental 
information.  Upon  request  by  the 
Commission  or  the  staff,  the  registrant 
shall  furnish  as  supplemental 
information  the  names  and  addresses  of 
persons  for  whom  securities  are  held  in 
the  escrow  or  trust  account. 

Note  to  §  230.419(b):  With  respect  to  a 
blank  check  ofiering  subject  to  both  Rule  419 
and  Exchange  Act  Rule  15c2-4  (17  CFR 
240.15c2-4,  the  requirements  of  Rule  15c2-4 
are  applicable  only  until  the  conditions  of  the 
offering  governed  by  that  Rule  are  met  [e.g., 
reaching  the  minimum  in  a  “part-or-none" 
offering).  When  those  conditions  are 
satisfied.  Rule  419  continues  to  govern  the 
use  of  offering  proceeds. 

(c)  Disclosure  of  offering  terms.  The 
initial  registration  statement  shall 
disclose  the  specific  terms  of  the 
offering,  including,  but  not  limited  to: 

(1)  The  terms  and  provisions  of  the 
escrow  or  trust  agreement  and  the  effect 
thereof  upon  the  registrant’s  right  to 
receive  funds  and  the  effect  of  the 
escrow  or  trust  agreement  upon  the 
purchaser's  funds  and  securities 
required  to  be  deposited  into  the  escrow 
or  trust  account,  including,  if  applicable, 
any  material  risk  of  non-insurance  of 
purchasers'  funds  resulting  from 
deposits  in  excess  of  the  insured 
amounts;  and 

(2)  The  obligation  of  the  registrant  to 
provide,  and  the  right  of  the  purchaser 
to  receive,  information  regarding  an 
acquisition,  including  the  requirement 
that  pursuant  to  this  section,  purchasers 
confirm  in  writing  their  investment  in 
the  registrant's  securities  as  specified  in 
paragraph  (e)  of  this  section. 

(d)  Probable  acquisition  post-effective 
amendment  requirement.  If.  during  any 
period  in  which  offers  or  sales  are  being 


made,  a  significant  acquisition  becomes 
probable,  the  registrant  shall  file 
promptly  a  post-effective  amendment 
disclosing  the  information  specified  by 
the  applicable  registration  statement 
form  and  Industry  Guides,  including 
financial  statements  of  the  registrant 
and  the  company  to  be  acquired  as  well 
as  pro  forma  financial  information 
required  by  the  form  and  applicable 
rules  and  regulations.  Where  warrants, 
rights  or  other  derivative  securities 
issued  in  the  initial  offering  are 
exercisable,  there  is  a  continuous 
offering  of  the  underlying  security. 

(e)  Release  of  deposited  and  funds 
securities —  (1)  Post-effective 
amendment  for  acquisition  agreement. 
Upon  execution  of  an  agreement(s)  for 
the  acquisition(s)  of  a  business(es)  or 
assets  that  will  constitute  the  business 
(or  a  line  of  business)  of  the  registrant 
and  for  which  the  fair  value  of  the 
business(es)  or  net  assets  to  be  acquired 
represents  at  least  80  percent  of  the 
maximum  offering  proceeds,  including 
proceeds  received  or  to  be  received 
upon  the  exercise  or  conversion  of  any 
securities  offered,  but  excluding 
amounts  payable  to  non-a^liates  for 
underwriting  commissions,  underwriting 
expenses,  and  dealer  allowances,  the 
registrant  shall  file  a  post-effective 
amendment  that: 

(1)  Discloses  the  information  specified 
by  the  applicable  registration  statement 
form  and  Industry  Guides,  including 
financial  statements  of  the  registrant 
and  the  company  acquired  or  to  be 
acquired  and  pro  forma  financial 
information  required  by  the  form  and 
applicable  rules  and  regulations; 

(ii)  Discloses  the  results  of  the  initial 
offering,  including  but  not  limited  to: 

(A)  The  gross  offering  proceeds 
received  to  date,  specifying  the  amounts 
paid  for  underwriter  commissions, 
underwriting  expenses  and  dealer 
allowances,  amounts  disbursed  to  the 
registrant,  and  amounts  remaining  in  the 
escrow  or  trust  account;  and 

(B)  The  specific  amount,  use  and 
application  of  funds  disbursed  to  the 
registrant  to  date,  including,  but  not 
limited  to,  the  amounts  paid  to  officers, 
directors,  promoters,  controlling 
shareholders  or  affiliates,  either  directly 
or  indirectly,  specifying  the  amounts  and 
purposes  of  such  payments;  and 

(iii)  Discloses  the  terms  of  the  offering 
as  described  pursuant  to  paragraph 
(e)(2)  of  this  section. 

(2)  Terms  of  the  offering.  The  terms  of 
the  offering  must  provide,  and  the 
registrant  must  satisfy,  the  following 
conditions. 

(i)  Within  five  business  days  after  the 
effective  date  of  the  post-effective 
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amendnient{s).  the  registrant  shall  send 
by  first  class  mail  or  other  equally 
prompt  means,  to  each  purchaser  of 
securities  held  in  escrow  or  trust,  a  copy 
of  the  prospectus  contained  in  the  post¬ 
effective  amendment  and  any 
amendment  or  supplement  thereto: 

(ii)  Each  purchaser  shall  have  no 
fewer  than  20  business  days  and  no 
more  than  45  business  days  from  the 
effective  date  of  the  post-ediective 
amendment  to  notify  the  registrant  in 
writing  that  the  purchaser  elects  to 
remain  an  investor.  If  the  registrant  has 
not  received  such  written  notification  by 
the  45th  business  day  following  the 
effective  date  of  the  post-effective 
amendment,  funds  and  interest  or 
dividends,  if  any,  held  in  the  escrow  or 
trust  account  shall  be  sent  by  first  class 
mail  or  other  equally  prompt  means  to 
the  purchaser  within  five  business  days; 

(iii)  The  acquisition(s)  meeting  the 
criteria  set  forth  in  paragraph  (e)(1)  of 
this  section  will  be  consummated  if  a 
sufficient  number  of  purchasers  confirm 
their  investments:  and 

(iv)  If  a  consummated  acquisition(s) 
meeting  the  requirements  of  this  section 
has  not  occurr^  by  a  date  18  months 
after  the  effective  date  of  the  initial 
registration  statement,  funds  held  in  the 
escrow  or  trust  account  shall  be 
returned  by  first  class  mail  or  equally 
prompt  means  to  the  purchaser  within 
five  business  days  following,  that  date. 

(3)  Conditions  for  release  of  deposited 
securities  and  funds.  Funds  held  in  the 
escrow  or  trust  account  may  be  released 
to  the  registrant  and  securities  may  be 
delivered  to  the  purchaser  or  other 
registered  holder  identified  on  the 
deposited  securities  only  at  the  same 
time  as  or  after: 

(i)  The  escrow  agent  or  trustee  has 
received  a  signed  representation  from 
the  registrant,  together  with  other 


evidence  acceptable  to  the  escrow  agent 
or  trustee,  that  the  requirements  of 
paragraphs  (eOfl)  snd  (e)(2)  of  this 
section  have  been  met;  and 

(ii)  Consummation  of  an  acquisition(s) 
meeting  the  requirements  of  paragraph 
(e)(2)(iii)  of  this  section. 

(4)  Prospectus  supplement.  If  funds 
and  securities  are  released  from  the 
escrow  or  trust  account  to  the  registrant 
pursuant  to  this  paragraph,  the 
prospectus  shall  be  supplemented  to 
indicate  the  amount  of  funds  and 
securities  released  and  the  date  of 
release. 

Notes  to  §  230.419(e) 

Note  1.  With  respect  to  a  blank  check 
offering  subject  to  both  Rule  419  and 
Exchange  Act  Rule  lOb-9  (17  CFR  240.10b-9). 
the  requirements  of  Rule  lOb-9  are  applicable 
only  until  the  conditions  of  the  offering 
governed  by  that  Rule  are  met  [e.g.,  reaching 
the  minimum  in  a  “part-or-none”  offering). 
When  those  conditions  are  satisfied.  Rule  419 
continues  to  govern  the  use  of  offering 
proceeds. 

Note  2.  If  the  business(es)  or  assets  are 
acquired  for  cash,  the  fair  value  shall  be 
presumed  to  be  equal  to  the  cash  paid.  If  all 
or  part  of  the  consideration  paid  consists  of 
securities  or  other  non-cash  consideration, 
the  fair  value  shall  be  determined  by  an 
accepted  standard,  such  as  bona  fide  sales  of 
the  assets  or  similar  assets  made  within  a 
reasonable  time,  forecasts  of  expected  cash, 
flows,,  independent  appraisals,  etc.  Such 
valuation  must  be  reasonable  at  the  time 
made. 

(f)  Financial  statements.  The 
registrant  shall: 

(1)  Furnish,  to  security  holders  audited 
financial  statements  for  the  first  full 
fiscal  year  of  operations  following 
consummation  of  an  acquisition 
pursuant  to  paragraph  (e)  of  this  section, 
together  with  the  information  required 
by  Item  303(a)  of  Regulation  S-K  (17 
CFR  229.303(a)),  no  later  than  90  days 
after  the  end  of  such  fiscal  year,  and 


(2)  File  the  financial  statements  and 
additional  information  with  the 
Commission  under  cover  of  Form  &-K 
(17  CFR  249.308);  provided,  however, 
that  such  financial  statements  and 
related  information  need  not  be  filed 
separately  if  the  registrant  is-  filing 
reports  pursuant  to  Section  13(a)  or 
15(d)  of  the  Exchange  Act 

PART  240— GENERAL  RULES  AND 
REGULATIONS,  SECURITIES 
EXCHANGE  ACT  OF  1 934 

4.  The  authority  citation  for  part  240 
continues  to  read  as  follows: 

Authority:  15  U.S.C.  77c,  77d.  77ft.  77ttt.  78c. 
78d.  78i.  78j,  787.  78m.  78n,  78o,  78p,  788.  78w, 
78x,  79q,  79t,  80a-29,  80a-37,  unless  otherwise 
noted: 

5.  By  adding  §  240.15g-8  to  read  as 
follows: 

§  240.T5g-8  Sales  of  Escrowed  Securities 
of  Blank  Check  Companies 

As  a  means  reasonably  designed  to 
prevent  fraudulent,  deceptive,  or 
manipulative  acts  or  practices,  it  shall 
be  unlawful  for  any  person  to  sell  or 
offer  to  sell  any  security  that  is 
deposited  and  held  in  an  escrow  or  trust 
account  pursuant  to  Rule  419  under  the 
Securities  Act  of  1933  (17  CFR  230.419), 
or  any  interest  in  or  related  to  such 
security,  other  than  pursuant  to  a 
qualified  domestic  relations  order  as 
defined  by  the  Internal  Revenue  Code  of 
1966,  as  amended  (26  U.S.C.  lei  seq.),  or 
Title  I  of  the  Employee  Retirement 
Income  Security  Act  (29  U.S.C  1001  et 
seq.),  or  the  rul^  thereunder. 

Dated:  TKprtl  13. 1992. 

By  the  Commission. 

Nfargetet  H.  IMcFarlaiid, 

DeputySecretary. 

(FR  Doc.  92-9805  Filed  4^27-92:  8:45  am) 
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SECURITIES  AND  EXCHANGE 
COMMISSION 

17  CFR  Part  240 

[Release  No.  34-30610;  File  No.  S7-10-92] 
RIN  3235-AF46 

Sales  Practice  Requirements  for 
Certain  Low-Priced  Securities 

agency:  Securities  and  Exchange 
Commission. 

ACTION:  Proposed  amendments. 

SUMMARY:  The  Securities  and  Exchange 
Commission  (“Commission”)  is 
publishing  for  comment  amendments  to 
Rule  15c2-6  under  the  Securities 
Exchange  Act  of  1934  ("Exchange  Act"). 
In  general,  unless  a  transactional 
exemption  is  available,  Rule  15c2-6 
makes  it  unlawful  for  a  broker  or  dealer 
to  sell  or  effect  the  purchase  of  a 
"designated  security"  unless  the  broker 
or  dealer  has  speciflcally  approved  the 
purchaser’s  account  for  transactions  in 
designated  securities  and  has  received 
the  purchaser’s  written  agreement  to  the 
transaction.  The  proposed  amendments 
would  conform  the  definition  of 
“designated  security"  in  Rule  15c2-6 
with  the  deHnition  of  “penny  stock"  in 
Rule  3a51-l  and,  except  for  the 
established  customer  exemption,  would 
replace  the  transactional  exemptions 
under  the  rule  with  the  transactional 
exemptions  under  Rule  15g-l.  With  a 
few  exceptions,  the  changes  to  Rule 
15c2-6  would  be  primarily  structural 
and  would  not  signiHcantly  alter  the 
scope  of  the  rule.  In  addition,  the 
Commission  is  proposing  to  amend 
Schedule  15G  under  the  Exchange  Act  to 
include  a  brief  description  of  a  broker- 
dealer’s  obligations  to  its  customers 
under  Rule  15c2-6. 

dates:  Comments  should  be  received  on 
or  before  May  28, 1992. 

ADDRESSES:  Comments  should  be 
submitted  in  triplicate  to  Jonathan  G. 
Katz,  Secretary,  Securities  and 
Exchange  Commission,  450  5th  Street, 
NW.,  Washington,  DC  20549.  All 
comment  letters  should  refer  to  File  No. 
S7-10-92.  All  comments  received  will  be 
available  for  public  inspection  and 
copying  in  the  Commission’s  Public 
Reference  Room,  450  5th  Street,  NW., 
Washington,  DC  20549. 

FOR  FURTHER  INFORMATION  CONTACT: 
Robert  L  D.  Colby,  Chief  Counsel,  John 
M.  Ramsay,  Branch  Chief,  Belinda 
Blaine,  Attorney,  or  Alexander  Dill, 
Attorney,  at  (202)  504-2418,  Office  of 
Chief  Counsel,  Division  of  Market 
Regulation,  Securities  and  Exchange 


Commission,  450  Fifth  Street  NW.,  Mail 
Stop  5-1,  Washington,  DC  20549. 

SUPPLEMENTARY  INFORMATION: 

I.  Introduction 

In  August,  1989,  the  Commission 
adopted  Rule  15c2-6  to  address  sales 
practice  abuses  involving  speculative 
low-priced  securities  that  are  traded  in 
the  over-the-counter  (“OTC")  market.* 
Rule  15c2-6,  which  became  effective  on 
January  1, 1990,  generally  prohibits  a 
broker-dealer  from  selling  to  or  effecting 
the  purchase  of  a  “designated  security" 
by  any  person,  unless  the  broker-dealer 
has  approved  the  purchaser’s  account 
for  transactions  in  designated  securities 
and  received  the  purchaser’s  written 
agreement  to  the  transaction.  In 
approving  an  account  for  transactions  in 
designated  securities,  a  broker-dealer 
must  obtain  sufHcient  information  from 
the  purchaser  to  make  an  appropriate 
suitability  determination,  provide  the 
purchaser  with  a  written  statement 
setting  forth  the  basis  of  the 
determination,  and  obtain  a  signed  copy 
of  the  suitability  statement  from  the 
purchaser. 

Subsequent  to  the  adoption  of  Rule 
15c2-6,  Congress  passed  the  Securities 
Enforcement  Remedies  and  Penny  Stock 
Reform  Act  of  1990  (“Penny  Stpck 
Act’’).*  Section  503  of  the  Penny  Stock 
Act  added  a  new  Section  3(a)(51)  to  the 
Exchange  Act,  which  generally  deflnes 
the  term  “penny  stock"  to  include  equity 
securities  other  than  securities  that  are 
traded  on  a  national  exchange  or 
automated  quotation  system  meeting 
criteria  established  by  the  Commission, 
issued  by  a  registered  investment 
company,  or  otherwise  excluded  or 
exempted  by  the  Commission  based  on 
price,  net  tangible  assets,  or  other 
relevant  criteria.  Section  3(a)(51)  also 
gives  the  Commission  broad  discretion 
to  exclude  or  exempt  other  securities 
from  the  definition  of  penny  stock.  The 
Penny  Stock  Act  also  added  section 
15(g)  to  the  Exchange  Act,  which,  in 
addition  to  mandating  specific 
disclosures  by  broker-dealers  in  penny 
stock  transactions,  gives  the 
Commission  the  authority  to  exempt 
persons  or  transactions  from  the 
disclosure  requirements  of  section  15(g). 

Pursuant  to  this  authority,  on  April  10, 
1992,  the  Commission  adopted  Rule 
3a51-l,  which  defines  the  term  “penny 
stock”  to  exclude  certain  additional 


’  Securities  Exchange  Act  Release  No.  27160 
(August  22. 1989).  54  FR  35468. 

>  Public  Law  101-429, 104  Stat.  931  (1990).  The 
Penny  Stock  Act  was  designed  to  address  the  lack 
of  public  information  about  penny  stocks,  as  well  as 
problems  of  recidivism  among  promoters  and  other 
persons  involved  in  penny  stock  offerings. 


categories  of  equity  securities,  and  Rule 
15g-l,  which  exempts  certain 
transactions  from  the  disclosure 
requirements  of  Rules  15g-2  through 
15g-6  under  the  Exchange  Act  (“Penny 
Stock  Rules’’).*  In  proposing  the  Penny 
Stock  Rules,  the  Commission  had 
particularly  solicited  comment  on 
whether  Rule  15c2-8  should  be  amended 
to  be  consistent  with  those  rules.  ^  In 
response,  several  comments  urged  the 
Commission  to  adopt  conforming 
changes  to  Rule  15c2-6.*  These 
comments  argued  that  making  the  scope 
of  Rule  15c2-6  consistent  with  the  Penny 
Stock  Rules  would  eliminate  costs  and 
facilitate  compliance  with  all  of  the 
rules. 

In  light  of  these  comments,  the 
Commission  is  proposing  to  amend  Rule 
15c2-6  to  replace  the  definition  of 
designated  security  with  Rule  3a51-l’s 
definition  of  penny  stock  and,  except  for 
the  established  customer  exemption,  to 
substitute  the  list  of  exempt  transactions 
in  paragraph  (c)  of  Rule  15c2-6  with  the 
exempt  transactions  under  Rule  15g-l. 
With  certain  exceptions,  discussed 
below,  the  changes  to  Rule  15c2-6  would 
be  primarily  structural,  and  would  not 
alter  the  scope  or  the  substantive 
requirements  of  the  rule.  The 
Commission  believes  that  Rule  15c2-8 
and  the  Penny  Stock  Rules  should  be 
consistent  because  these  rules  are 
aimed  at  curbing  abuses  in  essentially 
the  same  market — namely,  the  market 
for  low-priced  securities  that  principally 
are  quoted  in  the  “pink  sheets” 
published  by  the  National  Daily 
Quotation  Service  and  in  the  NASD’s 
OTC  Bulletin  Board.  Moreover,  making 
the  scope  of  Rule  15c2-6  consistent  with 
the  Penny  Stock  Rules  will  simplify 
compliance  with  all  of  the  rules.  Broker- 
dealers  will  be  able  to  avoid  having  to 
implement  separate  but  overlapping 
compliance  procedures  to  monitor 


’Securities  Exchange  Act  Release  No.  30608 
(April  20, 1992)  ("Adopting  Release").  The  Penny 
Stock  Rules  require  broker-dealers,  prior  to  effecting 
a  transaction  in  a  penny  stock,  to  disclose  to  their 
customers  certain  information  concerning  the 
transaction  and  the  penny  stock  market  in  general. 
Specifically.  Rule  15g-2  requires  broker-dealers  to 
provide  a  risk  disclosure  document,  as  set  forth  in 
Schedule  15G;  Rule  15g-3  requires  disclosure  of  bid 
and  ask  quotations;  Rules  15g-4  and  15g-5  require 
disclosure  of  any  broker-dealer  and  associated 
person  compensation  in  connection  with  the 
transaction;  and  Rule  15g-6  requires  the  provision  of 
monthly  account  statements. 

’The  Penny  Stock  Rules  were  proposed  for  public 
comment  in  Securities  Exchange  Act  Release  No. 
29093  (April  17. 1991).  56  FR  19165  ("Proposing 
Release”). 

’American  Bar  Association;  Dean  Witter 
Reynolds,  Inc.;  Merrill  Lynch,  Pierce.  Fenner  & 

Smith  Inc.;  National  Association  of  Securities 
Dealers.  Inc.  ("NASD");  Shearson  Lehman  Brothers. 
Inc.;  and  the  Security  Traders  Association. 
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trades  in  both  designated  securities  and 
penny  stocks.  Finally,  to  make  the  risk 
disclosure  document  requited  by  Rule 
lSg-2  more  comprehensive.,  the 
Commission  is  proposing  amendments 
to  Schedule  15G  under  the  Exchange  Act 
to  add  to  the  existing  discussion  of 
broker-dealer  obligations  under  the 
Penny  Stock  Rules  a  brief  description  of 
broker-dealer  responsibilities  under 
Rule  l'5c2-6. 

11.  Descriptioa  of  the  Proposed 
Amendmaats 

A.  Amendments  to  Rule  15c2-& 

1.  Definition 

Rule  15c2-6'8  requirement  that  broker- 
dealers  document  their  suitability 
determination  and  obtain  written 
customer  consent  to  the  transaction  only 
applies  to  non-exempt  transactions  in 
“designated  securities.”  The  proposed 
amendments  would  replace  the 
definition  of  “designated  security"  and 
this  term,  which  is  used  solely  for 
purposes  ofRule  lSc2-6.  with  Rule  3a51- 
I's  definition  of  “penny  stock." 

Although  the  definition  of  penny  stock 
is  substantially  the  same  as  the  current 
definition  of  designated  security,  it 
differs  in  a  few  respects.® The  proposed 
amendments  would  eliminate  these 
differences.  Specifically.  Rule  3a51-l(g) 
also  contains  an  exclusion  for  securities 
whose  issuer  has  demonstrated  net 
tangible  assets  of  $2  million,  but  limits 
the  exclusion  to  issuers  that  have  been 
in  operation  for  at  least  three  years. 
Issuers  that  have  been  in  operation  for 
less  than  three  years  must  have  at  least 
$5'  million  in  net  tangible  assets  to  be 
excluded  from  the  definition  of  penny 
stock.  In  the  Adopting  Release,  the 
Commission  stated  that  the  rule  imposes 
a  separate  higher  standard  for  start-up 
companies  in  order  to  prevent  the  types 
of  abusive  activities  that  have  occurred 
both  prior  to  and  since  the  adoption  of 
Rule  15c2-6  in  August  of  1989.  ’  In 
addition  to  the  exclusion  based  on 
issuer  net  tangible  assets,  however.  Rule 
3a51-l  includes  an  alternative  exclusion' 
for  any  penny  stock  that  is  issued  by  an 
issuer  with  average  revenues  of  S6 
million  for  the  past  three  years.* This 
new  alternative  exclusion  was  added  to 
mitigate  the  impact  of  the  Penny  Stock 
Rules  on  small  operating  issuers  that  are 
unable  to  meet  the  net  tangible  assets 
level,  but  that  nevertheless  have 
significant  revenues. 


‘  For  a  detailed  discussion  of  Rule  3a51-l  and  the 
rationale  for  the  speciHc  exchisions  from  the 
definition  of  penny  stock,  see  Adopting  Release. 
'See  also  Proposing  Release.  56  FR  19)76. 

''  f.e..  revenues  of  at  least  $18  million  by  the  end' of 
the  three-year  period. 


Like  Rule  15c2-^  Rule  3a&l-t  contains 
an  exclusion  for  any  security  that  is 
authonzed,  or  approved  for 
authorizatioa  upon  notice  of  issuance, 
fop  quetatiion  on  NASDAQ.  The 
excfosien  in  Rule  8a51-l,  however,  is 
subfect  to  the  condition  that  price  and 
volume  information  with  respect  to 
transactions  in  that  security  is  required 
to  be  reported  on  a  current  and 
continuing  basis  and  is  made  available 
to- vendors  of  maritet  information 
pursuant  to-  the  rules  of  the  NASD.  The 
Commission  recently  approved  an 
NASD  proposal  to  require  members  to 
report  to  the  NASD  the  execution  price 
and  the  number  of  shares  of  each  trade 
in  NASDAQ  securities  within  90 
seconds  after  execution.®  Once  the 
NASD  implements  real-time  last  sale 
trade  reporting  pursuant  to  the  teems  of 
this  proposal,,  all  NASDAQ  securities 
will  be  excluded  from  the  definition  of 
penny  stock  under  paragraph  (f)  of  Rule 
3aSl-l. 

Similarly,  Rule  3aSl-l  provides  an 
exclusion  in  paragraph  (e)  for  any 
security  that  is  registered,  or  approved 
for  registration  upon  notice  of  issuance, 
on  a  national  securities  exchange, 
provided  that  current  price  and  volume 
information  with  respect  to  transactions 
in  that  security  is  required  to  be 
reported  and  is  made  available  to 
vendors  pursuant  to  the  rules  of  the 
national  securities  exchange.  Unlike  the 
analogous  exclusion  in  15c2-6,  this 
exclusion  is  only  available  for  regional 
exchange-listed  securities  that  actually 
are  purchased  or  sold  through  the 
facilities  of  the  exchange  or  in  a 
distribution.*'  As  the  Conunission  noted 
in  the  Adopting  Release,  the  exclusion  is 
limited  in  order  to  address  Congress’ 
concern  that  securities  that  would 
otherwise  be  considered  penny  stocks 
because  they  are  primarily  traded  in  the 
non-NASDAQ  OTC  market  nevertheless 
may  be  able  to  avoid  Commission  rules 
designed  to  protect  investors  by 
becoming  listed  on  an  exchange.'^ 


•Secarifies  Exchange  Act  Release  No.  30569 
(April  TO.  1S9Z|. 

'"This  exclusion  is  conditioned  on  the  national 
securities. exchange  making  transaction  reports 
available  for  at  least  some  securities  pursuant  to 
Rule  nAa3-l  (17  CHt  24ailAa3-l). 

"  ’-Reported  seeurities,”  as.  defined  in  17  CFR 
240.11Aa3-l(a)(4).  are  separately  excluded  from  the 
definition  of  penny  stock  pursuant  to  paragraph  (a | 
of  Rule  3aSl-l.  and  therefore  are  not  required  to- 
meet  the  conditions  set  forth  in  paragraph  (e)  of  the 
rule.  See  Adopting. Release. 

'*See House  Comm,  on  Energy  and  Commerce. 
Report  to  accompany  the  Penny  Stock  Reform  Act 
of  )99a  H  R.  Rep.  Na  617.  lOlst  Cong.  2d  Sess,  Quly 
23, 1990).  at  27:  and  Proposing  Release.  56  FR  at 
19167. 


Finalfy,.  several  technical  changes 
would  Ew  made  l)i>  Rule  tSc2-&tomake 
the  rule  conalsteat  with;  die  Penny  Stock 
Rufe&  Poe  exaoqile,  the  exemption  for 
transacdons  in  securities  priced  at  five 
doUars  or  more,  described  below,  wotdd 
instead  become  an  exclusion  foom  the 
definition.  Thus,  securities  with  a  price 
of  five  dollars  or  more  would  continue  to 
be  outside  of  the  coverage  of  Role  lSc2- 
6,  as  would  securities  issued  by  a 
registered  investment  company  and  put 
and  call  options  issued  by  foe  OCC 

2.  Exemptions 

Paragraph  (c):  of  Rule  15c2-6  provides 
an  exemption  for  any  tranaaction:  (t>  In 
which  the  price  of  foe  security  is  five 
dollars  or  more  (including  any  share  of 
any  unit  that  has  an  indepen^nt 
exercise  or  conversion  price);  (2)  iis 
which  the  purchaser  is  an  accredited 
investor,  as  defined  in  Regulation  D 
under  the  Securities  Act  of  1983 
(“Securities  Act”);  (3)-  that  is  not 
recommended  by  the  broker-dealer;  and 
(4)  by  a  broker-^aler  who  is  not  acting 
as  a  market  maker  in  the  designated 
security  and  whose  commissions, 
commission  equivalents,  and  mark-ups 
from  transactions  in  designated 
securities  during  a  specihed  period,  did 
not  exceed  five  percent  of  its  total 
commissions,  commission  equivalents, 
and  mark-ups  from  transactions  in 
securities  during  that  period.  The  rule 
also  contains  an  exemption  for 
transactions  with  established  customers, 
as  defined  hr  paragraph  (d)(3)  of  the 
rule. 

Except  for  the  established  customer 
exemption,  the  Commission  is  proposing 
to  .substitute  the  exemptions  described 
above  with  the  exemptions  under  Rule 
15g-l.”Thu8,  Rule  15c2-6  would  exempt 
transactions  with  institutional 
accredited  investors,'*  the  issuer  of  foe 
penny  stock,  and  any  director,  officer, 
general  partner,  or  beneficial  owner  of 
more  than  five  percent  of  any  class  of 
equity  security  of  the  issuer,  but  would 
not  exempt  transactions  with  other 
individual  accredited  investors.'® 


'^The  only  difference  would  be  that,  in 
calculating  the  price  of  a  security  for  purposes  of 
Rule  l-ScZ-S,  br^er-dealers  would  be  required  to 
exclude  the  amount  of  any  commission,  commission 
equivaleitt.  or  mark-up  charged  in  both  agency  and 
principal  transactions. 

Moreover.  a«  discussed  above,  the 
transactional  ewmption  in  Rula  IScZ-6  fbr 
securities  priced  at  five  doHarsor  more  would 
become  a  definitional  exclusion. 

'^Ihe  tenn’*iastituhoRal.ae(tredited  investoF'  is 
defined  in  t7  GFR  23OS0tfa).(l).  (2).  (3).  (7).  and  (Sk 
'*The  term  ’‘iadividuat  accredited  investor”  is 
defined  in  17  CFR  239.S014a|t4).  (3),  and  (Sf. 

Coniinued 
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Instead,  Rule  15c2-6  would  provide  an 
exemption  for  private  offerings;  that  is, 
the  rule  would  exempt  transactions  that 
meet  the  requirements  of  Regulation  D 
under  the  Securities  Act,  as  well  as 
transactions  with  an  issuer  not  involving 
any  public  offering  pursuant  to  Section 
4(2)  of  the  Securities  Act.** 

Under  the  proposed  amendments. 

Rule  15c2-6  would  continue  to  provide 
an  exemption  for  broker-dealers 
receiving  less  than  five  percent  of  their 
total  sales-related  revenue  from 
transactions  in  low-priced  non- 
NASDAQ  OTC  securities.  The  de 
minimis  revenue  exemption,  however, 
would  be  based  on  transactions  in 
penny  stocks,  as  defined  in  Rule  3a51-l, 
rather  than  transactions  in  “designated 
securities,”  as  defined  in  current  Rule 
15c2-6{d)(2).  As  a  result,  the  exemption 
would  be  somewhat  broader  than  the 
current  exemption  in  that  it  would  allow 
broker-dealers  to  exclude  from  their  five 
percent  revenue  calculation  transactions 
in  securities  that  are  priced  at  five 
dollars  or  more.** In  addition,  broker- 
dealers  would  have  the  option  of 
calculating  their  revenue  over  a  six 
month  period,  rather  than  on  a  monthly 
basis.*® 

As  the  Commission  staled  in  the  Adopting 
Release,  in  the  absence  of  price  and  trading 
information  about  particular  penny  stocks  and  the 
penny  stock  market  in  general,  many  affluent 
individual  investors  have  been  convinced  through 
abusive  sales  practices  to  purchase  penny  stocks 
without  sufficiently  understanding  the  risks  or  the 
nature  of  their  investment.  If  amended  as  proposed. 
Rule  15c2-6  would  require  broker-dealers  to 
determine  that  the  investor,  regardless  of  his  or  her 
affluence,  is  capable  of  evaluating  the  risks  of 
investing  in  speculative  low-priced  securities.  The 
rule  also  would  protect  these  investors  from  high 
pressure  sales  tactics  by  requiring  broker-dealers  to 
obtain  the  investor's  written  consent  to  the  . 
transaction. 

”17  CFR  230.501  through  230.508. 

"15  U.S.C  77d(2).  Assuming  that  the 
requirements  of  either  of  those  provisions  have  been 
met.  this  exemption  would  apply  even  if  the 
particular  customer  involved  is  not  an  accredited 
investor. 

"Broker-dealers  also  could  exclude  transactions 
based  on  the  average  revenues  of  the  issuer.  As 
discussed  above,  however,  broker-dealers  would 
only  be  able  to  exclude  from  their  five  percent 
revenue  calculation  securities  that  are  issued  by  an 
issuer  with  $2  million  in  net  tangible  assets  if  the 
issuer  has  been  in  business  for  at  least  three  years. 

^Specifically,  amended  Rule  15c2-6  would 
exempt  transactions  by  a  broker-dealer  whose 
commissions,  commission-equivalents,  mark-ups. 
and  mark-downs  from  transactions  in  penny  stocks 
during  each  of  the  immediately  preceding  three 
months  and  during  eleven  or  more  of  the  preceding 
twelve  months,  or  during  the  immediately  preceding 
six  months,  did  not  exceed  five  percent  of  its  total 
commissions,  commission  equivalents,  mark-ups, 
and  mark-downs  from  transactions  In  securities 
during  those  months. 


Finally,  the  proposed  amendments 
would  not  affect  Rule  15c2-6’s 
exemption  for  transactions  that  are  not 
recommended  by  a  broker-dealer  or  for 
transactions  in  which  the  purchaser  is 
an  established  customer  of  the  broker- 
dealer.  Although  Rule  15g-l  does  not 
contain  an  established  customer 
exemption,  the  Commission  is  proposing 
to  retain  the  exemption  solely  for 
purposes  of  Rule  15c2-6.  The 
Commission  believes  that  persons  that 
have  previous  investment  experience  in 
penny  stocks  or  that  are  familiar  with 
their  broker-dealer  are  less  susceptible 
to  high  pressure  sales  tactics  and 
therefore  are  less  in  need  of  the 
particular  protections  provided  by  Rule 
15c2-8. 

B.  Amendments  to  Schedule  15G 

The  Commission  recently  adopted 
Rule  15g-2  to  implement  the  provisions 
of  section  15(g)(2]  of  the  Exchange  Act.** 
The  rule  makes  it  unlawful  for  a  broker- 
dealer  to  effect  a  transaction  in  a  penny 
stock  with  or  for  the  account  of  a 
customer  unless  the  broker-dealer 
distributes  to  the  customer,  prior  to 
effecting  a  transaction  in  a  penny  stock, 
a  document  describing  the  risks  of 
investing  in  the  penny  stock  market  and 
other  relevant  information.  The  risk 
disclosure  document,  as  set  forth  in 
Schedule  15G,  contains  a  brief 
description  of  a  broker-dealer’s 
obligations  under  the  Penny  Stock  Rules. 
To  make  the  document  more 
comprehensive,  the  Commission  is 
proposing  to  amend  Schedule  15G  to 
include  a  paragraph  describing  the 
duties  of  a  broker-dealer  under  Rule 
15c2-6.  Specifically,  the  following 
paragraph  would  be  added  to  the 
section  entitled  “Your  Rights:” 

In  addition  to  the  items  listed  above, 
your  brokerage  firm  must  send  to  you: 

•  A  Written  Statement  of  Your  Financial 
Situation  and  Investment  Goals.  In  general, 
unless  you  have  had  an  account  with  your 
brokerage  firm  for  more  than  one  year,  or  you 
have  previously  bought  three  different  penny 
stocks  from  that  firm,  your  brokerage  firm 
must  send  you  a  written  statement  for  you  to 
sign  that  accurately  describes  your  financial 
situation,  your  investment  experience,  and 
your  investment  goals,  and  that  contains  a 
statement  of  why  your  firm  decided  that 
penny  stocks  are  a  suitable  investment  for 
you.  The  firm  also  must  get  your  written 
consent  to  buy  the  penny  stock. 

III.  Conclusion  and  Request  for 
Comments 

The  Commission  believes  that  the 
proposed  amendments  to  Rule  15c2-6 
would  simplify  compliance  with  the  rule 

See  Adopting  Release. 


and  the  Penny  Stock  Rules.  The 
Commission  requests  comment  on 
whether  the  amendments  as  proposed 
would  accomplish  this  objective.  The 
Commission  particularly  requests 
comment  on  whether  the  exemption  for 
transactions  with  established  customers 
should  be  retained,  or  whether  the 
definition  of  “established  customer” 
under  the  rule  should  be  revised  in  any 
respect.  The  Commission  also  solicits 
comment  on  whether  the  language 
proposed  to  be  added  to  the  risk 
disclosure  document  clearly 
communicates  the  obligations  of  a 
broker-dealer  under  Rule  15c2-6. 

IV.  Effects  on  Competition  and 
Regulatory  Flexibility  Act 
Considerations 

Section  23(a)  of  the  Exchange  Act  ** 
requires  that  the  Commission,  in 
adopting  rules  under  the  Exchange  Act, 
consider  the  anticompetitive  effects  of 
such  rules,  if  any,  and  balance  any 
anticompetitive  impact  against  the 
regulatory  benefits  gained  in  terms  of 
furthering  the  purposes  of  the  Exchange 
Act.  The  Commission  is  preliminarily  of 
the  view  that  the  conforming 
amendments  to  Rule  15c2-6  would  not 
result  in  any  burden  on  competition  that 
is  not  necessary  or  appropriate  in 
furtherance  of  the  purposes  of  the 
Exchange  Act. 

In  addition,  the  Commission  has 
prepared  an  Initial  Regulatory 
Flexibility  Analysis  (“IRFA”),  pursuant 
to  the  requirements  of  the  Regulatory 
Flexibility  Act,**  regarding  the  proposed 
amendments.  The  IRFA  indicates  that 
the  proposed  amendments  would 
eliminate  some  of  the  existing  costs 
imposed  on  small  broker-dealers  and 
small  issuers.  A  copy  of  the  IRFA  may 
be  obtained  from  Belinda  Blaine. 
Attorney,  Office  of  Chief  Counsel, 
Division  of  Market  Regulation, 

Securities  and  Exchange  Commission, 
450  Fifth  Street.  NW.,  Mail  Stop  5-1, 
Washington,  DC  20549,  (202)  504-2418. 

List  of  Subjects  in  17  CFR  Part  240 

Reporting  and  recordkeeping 
requirements.  Securities. 

V.  Statutory  Basis  and  Text  of 
Amendments 

In  accordance  with  the  foregoing,  part 
240  of  chapter  II  of  title  17  of  the  Code  of 
Federal  Regulations  is  proposed  to  be 
amended  as  follows: 

”15  U.S.C.  78w(a)(2). 

"5U.S.C.603. 
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PART  240— GENERAL  RULES  AND 
REGULATIONS,  SECURITIES 
EXCHANGE  ACT  OF  1934 

1.  The  authority  citation  for  part  240 
continues  to  read  as  follows: 

Authority:  15  U.S.C.  77c.  77d.  77s.  77ttt.  78c. 
78d.  78i.  78j.  781.  78m.  78n.  78o.  78p.  78s.  78w. 
78x.  79q.  79t.  80a-29.  80a-37,  unless  otherwise 
noted. 

2.  In  §  240.15c2-6.  by  amending 
paragraphs  (a)  introductory  text  (two 
places),  (a](2)(ii),  and  (b)(3)(ii)  by 
removing  the  words  “designated 
security"  and  in  their  place  adding  the 
words  "penny  stock,"  and  by  removing 
the  words  "designated  securities"  and  in 
their  place  adding  the  words  “penny 
stocks"  in  paragraphs  (a)(2}(i},  (b) 
introductory  text,  and  (b)(2)  two  places, 
and  by  revising  paragraphs  (c)  and  (d)  to 
read  as  follows: 

§  240.15C2-6  Sales  practice  requirements 
for  certain  low-priced  securities. 


(c)  For  purposes  of  this  section,  the 
following  transactions  shall  be 
exempt — 

(1)  Transactions  that  are  exempt 
under  17  CFR  240.15g-l. 

(2)  Transactions  in  which  the 
purchaser  is  an  established  customer  of 
the  broker  or  dealer. 

(d)  For  purposes  of  this  section — 

(1)  The  term  “penny  stock”  shall  have 
the  same  meaning  as  in  17  CFR 
240.3a51-l. 

(2)  The  term  “established  customer" 
shall  mean  any  person  for  whom  the 
broker  or  dealer,  or  a  clearing  broker  on 
behalf  of  such  broker  or  dealer,  carries 
an  account,  and  who  in  such  account: 

(i)  Has  effected  a  securities 
transaction,  or  made  a  deposit  of  funds 
or  securities,  more  than  one  year 
previously:  or 

(ii)  Has  made  three  purchases  of 
penny  stocks  that  occurred  on  separate 
days  and  involved  different  issuers. 

3.  By  amending  §  240.15g-100  to  add 
to  the  section  entitled  "Your  Rights," 


before  the  paragraph  entitled  “Legal 
remedies"  the  following  paragraph: 

§  240.15g-100  Schedule  15G— Information 
to  be  included  in  the  document  distributed 
pursuant  to  17  CFR  240.15g-2. 

•  A  Written  Statement  of  Your  Financial 
Situation  and  Investment  Goals.  In  general, 
unless  you  have  had  an  account  with  your 
brokerage  firm  for  more  than  one  year,  or  you 
have  previously  bought  three  different  penny 
stocks  from  that  firm,  your  brokerage  Hrm 
must  send  you  a  written  statement  for  you  to 
sign  that  accurately  describes  your  financial 
situation,  your  investment  experience,  and 
your  investment  goals,  and  that  contains  a 
statement  of  why  your  firm  decided  that 
penny  stocks  are  a  suitable  investment  for 
you.  The  Hrm  also  must  get  your  written 
consent  to  buy  the  penny  stock. 

Dated:  April  20. 1992. 

By  the  Commission. 

Margaret  H.  McFarland, 

Deputy  Secretary. 

[FR  Doc.  92-9604  Filed  4-27-92;  8:45  am) 
BILUNG  CODE  S010-01-« 


18050  : 


.  Federal  Register^/  Vol.  57.  No.  82  /  Tuesday.  April  28,  1992  /  Notices 


SECURITIES  AND  EXCHANGE 
COMMISSION 

[neteate  Mo.  306091 

Order  Temporally  Exempting  Broker- 
Dealers  from  Section  15(gM2)  of  the 
Securities  Exchange  Act  oi  1934 

April  20. 1992. 

I 

Section  15(g)(2)  of  the  Securities 
Exchange  Act  of  1934  (the  “Exchauge 
Act")  requires  a  broker-dealer,  prior  to 
ejecting  any  transaction  in  a  penny 
stock,  to  give  the  customer  a  risk 
disclosure  document  that  contains 
certain  information  specified  therein. 
Schedule  15G  of  Rule  15g-2  specifies  the 
contents  and  format  of  the  risk 


disclosure  document  that  broker-dealers 
are  required  to  distribute.  Rule  1^2 
and  Schedule  15G  become  effective  on 
July  15. 1992. 

However,  pursuant  to  section 
l(c)(3)(8)  of  the  Securities  Enforcement 
Remedies  and  Penny  Stock  Reform  Act 
of  1990,  section  15(g)(2)  became  effective 
prior  to  the  effective  date  of  Rule  15g-2 
and  Schedule  15G,  on  April  15, 1992. 
Section  15(gX2)  therefore  has  the  effect, 
independent  of  Rule  15g-2.  of  requiring 
broker-dealers  to  provide  a  risk 
disclosure  document  to  customers, 
without  the  information  and  format 
required  in  Schedule  15G. 

II.  Findings 

Based  on  the  above,  the  Commission 
tinds  it  consistent  with  the  public 


interest  and  the  protection  of  investors 
to  exempt  retroactively  all  broker- 
dealers  from  the  application  of  section 
15(g)(2)  of  the  Exchange  Act  until  the 
effective  date  of  Pule  15g-2  and 
Schedule  15G. 

III.  Order 

Accordingly,  It  Is  Hereby  Ordered, 
pursuant  to  section  15(g)(4)  of  the 
Exchange  Act.  that  all  broker-dealers 
are  exempt  from  section  15(g)(2)  of  the 
Exchange  Act  until  July  15, 1992.  This 
order  shall  be  eHective  retroactively  to 
the  effective  date  of  section  15(g)(2). 

By  the  Coinmission. 

Margaret  H.  McFarland, 

Deputy  Secretary. 

[FR  Doc.  92-9603  Filed  4-27-92;  8:45  am] 
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